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N. R. A. AND TAXES... 


NE OF THE MOST important features of the National Industrial Recovery Act is the — 
O section relating to Federal Taxes. Among the NEW TAXES imposed by the law are: 


TAX ON DIVIDENDS. A 5% excise tax which is withheld by the payor corporation. 


CAPITAL STOCK TAX. At the rate of $1.00 for each $1,000 of the “adjusted declared value”’ of the 
capital stock. 


EXCESS PROFITS TAX. On that portion of the net income in excess of 1214% of such adjusted 4 
declared value. 


In addition, the law amends and extends for another year the excise and miscellaneous taxes imposed ; 
by the 1932 Act; increases the rate when consolidated returns are filed; prevents the carry-over of 
losses to another year, and makes many other important changes. 4 


Also, under the Farm Adjustment Act, new processing and floor taxes on wheat, cotton, etc., have 
been imposed. 


A detailed analysis of the tax features of these Acts is given in the 


1933-1934 School Edition of the FEDERAL TAX COURSE 


HIS STANDARD TAX COURSE provides invaluable training in accounting and tax work. | 
The School Edition (1933-34), referred to above, contains a brand new explanatory © 
text and compilation, and concrete problems based on the NEW TAXES, as well as the | 
old. Here you will find, in one place, ALL the Federal tax laws now in effect—income, ex- | 
cise, gift, capital stock, excess profits, etc., etc. The Course includes: 


FEDERAL TAX LAW. A complete reprint of the Revenue Act of 1932, with footnote comparisons @J 
with prior Acts. 


TAX PROVISIONS OF N.R.A and FARM RELIEF ACT. A complete reprint of ALL tax provisions 
included in the National Industrial Recovery Act and the Agricultural Adjustment Act (Farm 
Relief Act). 


EXPLANATORY DIGEST OF THE LAW. This section is a simple explanation of both the old and 
the new taxes. 


PROBLEMS. A collection of more than 250 problems, based on the new and the old laws. 


TREASURY DEPARTMENT REGULATIONS. A complete reprint of the Income Tax Regulations, 
each explained by digests of the leading cases and rulings interpreting them. ‘ 


A COMPLETE SET OF TIME-SAVING INDEXES. 
The Federal Tax Course—Loose-leaf. 


School Edition (No solutions and filled-in returns) 

Solutions to School Ed. available ONLY to teachers when Course is adopted. 
Regular Edition (Contains different problems and solutions) 
Regular Edition (Without solutions and filled-in returns) 


EXAMINE THE COURSE. It will cost you nothing to examine the new 1933-1934 Tax Course under 
our Teacher’s Plan of three months’ examination. See for yourself how adaptable it is for use in 
your Fall classes. Write TODAY for an examination copy—be sure to specify which edition you 
want. Use school stationery. 


Prentice-Hall, me. 


20 Fifth Avenue, New York, 


Note: Teachers who desire to have the solutions to problems and the filled-in returns placed'in the hands 
of their students should, when ordering, specify: “Send Edition, with Solutions.” 


$5.00 
-$6.00 
$5.00 
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CAPITAL 


Henry W. SwEENEY 


capital by the fact that the preserva- 

tion of a proper distinction between 
capital and income’ is the fundamental 
problem of accounting, a thorough under- 
standing of the various meanings and as- 
pects of capital’ is a prerequisite to sound 
accounting development. 

Capital is the present advantage of a 
right to receive an expected economic bene- 
fit. 

This definition thus asserts that: 

1, Capital exists in the present, which is 
represented by whatever instant as of which 
the capital is the subject of attention. 

2. Capital manifests itself differently from 
time to time by a utility or favoring circum- 
stance or value—i.e., an “advantage.” 

8. The cause of the advantage is a claim 
or title or interest—i.e., a “right.” 

4. The right is one to have or obtain or ac- 
quire—i.e., “receive” —-something that is ex- 


I’ view of the importance placed upon 


+A companion article, entitled “Income,” by the 
same writer will appear in the December issue of 
Tar Accountine Review. 

*“Originally the word Capital (Capitale from 
Caput) was used to signify the Principal of a money 
loan (Capitalis pars debiti) in opposition to the 
Interest. . . . Here, therefore, Capital meant the 
same thing as ‘an interest-bearing sum of money.’ ” 
Bochm-Bawerk, E., The Positive Theory of Capital 
(Smart’s translation), London, 1891, p- 24. 

The great difficulty of defining capital accurate- 
ly and comprehensively is well indicated by the 
following: 

“Were it not for the indomitable faith which 
every economist and business man feels that capital 
is something real and definite, one would be strongly 
tempted to conclude, from the repeated failure to 
fit any formula to it, that it is incapable of exact 
and scientific meaning, and that the best course for 
economists to pursue is simply to relinquish the 
search as for an ignis fatuus.” Fisher, I., “What Is 
Capital?” The Economic Journal, VI, 4 (Dec, 
1896), 510. 


pected to come or flow in during the immediate 
or distant future, or in both. 

5. The future receipt or acquisition can be 
only anticipated or “expected” inasmuch as 
every future event, regardless of how prob- 
able, must be somewhat uncertain. 

6. The thing that is to flow in, or be re- 
ceived, is an economic enhancement or “ben- 
efit,” which, of course, is one that possesses 
utility for the recipient, one that is appro- 
priable, and one that is too limited in quantity 
to be able to satisfy all the desires for it. 


Economic literature’ is filled with clash- 
ing notions of capital, many of them dif- 
fering on the question of whether capital is 
essentially a quantity of some physical 
object (like a machine or wheat) or whe- 
ther it is essentially a quantity of some 
common denominator (like money or gen- 
eral purchasing power. )* According to the 
view on which the capital definition pre- 


*In English literature the term “capital” in its 
economic sense seems first to have appeared in 
accounting treatises (Cannan, E., “Ear! yy History 
of the Term Capital,” The Quarterly Journal of 
Economics, XXXV, 8, May, 1921, p. 471). And capi- 
tal, or “capitall;” seems first to have been specifical- 
ly labeled such in James Peele’s The Pathe way to 
perfectnes in th’ accomptes of Debitour and Credi- 
tour, 1569 (Richards, R. D., “Early History of 
the Term Capital,” The Quarterly Journal of Eco- 
nomics, XL, 2, Feb., 1926, pp. ¢ 

*The monetary concept prevails in the business 
world and the physical-commodity one in the eco- 
nomic world (although the purchasing-power con- 
cept is occasionally seen in the latter too; cf., 4 
Fetter, F. A., Economic Principles, p. 267). 
physical-commodity view has m3 been the “classi- 
cal” economic view (Haney, L. H., History of Eco- 
nomic Thought, 2nd ed. rev., 1920, p. 654). And, 
of course, the “classical” school consists of “those 
who have remained faithful to the principles enunci- 
ated by the earlier masters of economic science” 
(Gide, C., and Rist, C., 4 History of Economic 
Doctrines, 2nd ed. rev., 1918, p. 357 fn.) 
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sented above is based, however, this ques- 
tion is more one of simply detail than of 
principle. For it appears to involve only 
the way in which capital shall be expressed, 
rather than the much more fundamental 
question of whether capital shall be ex- 
pressed at all. That depends upon only the 
way in which capital shall be expressed 
seems evident from the fact that it is pri- 
marily concerned with the question of whe- 
ther capital is to be looked on as simply a 
particular kind of physical object, hence 
dissimilar in form to the capital that con- 
sists of every different kind of physical ob- 
ject (as is the consequence of expressing 
the capital by means of merely the stand- 
ard physical measure for that particular 
kind of capital) ; or whether capital is to be 
looked on in such a way as to enable it to 
be combined with every kind of capital (as 
is the consequence of expressing it by means 
of a common denominator). Inasmuch, 
then, as the question is mainly one of detail 
—involving the manner of expressing or 
measuring capital, rather than the nature 
and source of capital—treatment of it has 
been postponed until, in a subsequent sec- 
tion, the subject of measuring-units shall 
be .considered. 

According, finally, to the capital defini- 
tion set forth above, capital is synonymous 
(as Irving Fisher and the mathematical 
economists have generally claimed) with all 
economic goods, or “wealth”,® rather than 
restricted (as leading classical economists 
have generally claimed®) to simply those 


*For comments on this point cf. Marshall, A., 
Principles of Economics (8th ed. rev., 1920), pp. 
785-90; and Fisher, I., “Precedents for Defining 
Capital,” The Quarterly Journal of Economics, 
XVIII, 8 (May, 1904), 386-408. 

*Cf., e.g., Smith, A., op. cit., Book II, Chap. 1, 
p. 411; Ricardo, D., Principles of Political Econ- 
omy and Taxation (Gonner’s ed., 1925), p. 72; Mill, 
James, Elements of Political Economy (8rd ed. 
rev., 1826), London, p. 17; Malthus, T. R., Defini- 
tions in Political Economy, London, 1827, p. 237; 
Senior, N. W., Political Economy, London, 1850, 


P. 59; Mill, John Stuart, Principles of Political 
conomy (People’s ed., 1865), London, p. 34; Faw- 
cett, H., Manual of Political Economy (5th ed. rev., 
1876), London, p. 17; Nicholson, J. S., Principles of 
Political Economy, London, 1893, Book I, Chap. 6; 
Cairnes, J. E., Political Economy, London, 1900, 
p- 83; Seligman, E. R. A., Principles of Economics 


The Accounting Review 


economic goods that serve as agents of 
production in bringing forth more economic 
goods. For inasmuch as income is herein 
looked upon as the economic benefit re 
ceived during a period of time, capital, 
which is generally looked upon as the static 
representation of income, must be the sig- 
nificance, as at some instant, of the eco- 
nomic benefit that is expected to be re- 
ceived. But because an economic good is 
associated with an economic benefit, and an 
economic good is wealth, capital, which is 
here associated with an economic benefit or 
income, must be synonymous with wealth. 
If, however, a distinction between the capi- 
tal that serves as an agent of production 
and the capital that serves as a means of 
directly satisfying the wants of man is con- 
sidered desirable, the former may be called 
“production capital”, and the latter, “con- 
sumption capital.” 


THE NATURE OF CAPITAL 


Capital may be better understood if its 
principal source, i.e., the principal cause 
of its present existence, is understood. 

There are two main explanations of the 
principal source of capital. They result 
more from difference in emphasis than from 
difference in fundamental reasoning. Never- 
theless, they lead to quite different practi- 
cal consequences, as will be evident when 
the valuation of capital is examined. 

The first of these explanations expressly 


(5th ed. rev., 1912), p. 18; Carver, T. N., Principles 
of Political Economy, pp. 155-6; Marshall, A., op. 
cit., p. 81; Taussig, F. W., Principles of Economics 
(3rd ed. rev., 1921, I, pp. 69 et seq.; and Ely, R. T, 
Adams, T. S., Lorenz, M. O., and Young, A. A. 
Outlines of Economics (4th ed. rev., 1923), 101-3. 
* The above displayed attitude toward capital is 
well explained by Hewett, W. W., The Definition 
of Income and Its Application in Federal Taxation, 
p. 26: “... capital is the stock of wealth (all kinds) 
existing at a point of time. This definition no doubt 
has serious defects when generally applied. It 
broadens the scope of capital to such an extent 
that it is useless for ae — often forcing 
one to drop its use entirely and substitute phrases 
such as instruments or producers’ goods where 
old term was formerly used. However, the funda- 
mental distinction already pointed out between 
capital and ine cumulated wealth contrasted 
with accruing wealth—is brought out in sharp relief 
by defining capital as the total stock of wealth.” 
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or tacitly regards as obvious in most cases 
the fact that capital is an economic good, 
hence one that promises to satisfy human 
desires by producing services or benefits in 
the future, and then goes on to show fully 
why the appropriable supply of the good 
is normally too limited to satisfy all the 
human demands for it. The explanation 
usually selected to account for such scar- 


city is that the production of the good in- _ 


volves effort or inconvenience or risk of one 
sort or another. According to this view, 
therefore, the normal primary source of 
capital lies in the cost of producing it. This 
cost, in turn, may be viewed as dependent 
upon the past or the present or the future. 

When the origin of capital is first ex- 
amined, the most logical view first to present 
itself is usually that capital normally exists 
in the present because in some past period 
labor was expended and consumption of the 
fruits thereof was postponed. Thus, the 
early classical economists Adam Smith, 
Thomas Malthus, David Ricardo, James 
Mill, and John McCulloch (and largely 
even their later polished expositor John 
Stuart Mill), besides, of course, the leading 
socialist of all time, Karl Marx, looked 
upon the amount of “socially necessary” 
labor expended on the production of capi- 
tal (and on every economic good) as be- 
coming hoarded in the article and as then 
mainly or even completely “regulating” or 
“measuring” the normal relative worth of 
that article in the whole economic field. 
Subsequently the classical economist Nas- 
sau Senior definitely added to the labor cost 
the cost represented by “abstinence,” the 
sacrifice incurred by the capitalist in post- 
poning the consumption that he could 
otherwise enjoy in the present.® 

Not long afterwards John Stuart Mill, 
in whose writings the early classical school 
reached its zenith, gave prominence to the 
monetary value expression of the past ef- 
forts expended in producing an item of 
capital, whereas previously these efforts 


* For comments on the common contemp 
method of bringing capital into existence by creat- 
ing bank credit cf. Boucke, O. F., A Critique of 
Economics, pp. 117-9. 


Capital 
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had generally been looked upon as expendi- 
tures of simply human physical and mental 
energy. In his cost of production also more 
attention was devoted to remuneration for 
risk-taking, a major element in profits ; but, 
of course, because of the social rather than 
private point of view adopted, remunera- 
tion for rent was usually to be excluded. 
John Bates Clark later went a step further 
in defining capital (which he called “the 
fruit of labor and waiting” and which 
flowed out of the past like a river and be- 
came accumulated in a present fund, like a 
reservoir) as “an abstract fund, the des- 
tiny of which is to migrate through an 
endless series of outward forms.” 

It may be noted in passing that the cus- 
tomary accounting rule prescribing the use 
of original monetary cost as the measure- 
ment figure to be placed upon a fixed asset 
is based upon a concept that is more closely 
related to this economic, past-cost-of-pro- 
duction concept of capital than to any 
other.*° Whereas, however, the economic 
concept is specifically restricted to a nor- 
mal or long-time view of capital, the ac- 
counting concept is not. And although both 
more or less assume, for simplicity, that the 
costs of production have remained un- 
changed, the accounting view, which is in- 
tended to produce accurate results under 
actual business conditions, is probably not 
justified in making such an assumption. 
So the best that may be sincerely said 
for such past-monetary-cost valuation is 
that if monetary costs have not changed 
(as is seldom or never true), the appli- 
cation of it will tend to yield a correct ex- 


*“Capital and Its Earnings,” Publications of 
the American Economic Association, III, 2 (May, 
1888), 90. For the far-reaching effect that this at- 
titude was to have on economics ¢f. Fetter, F. A., 
“Clark’s Reformulation of the Capital 
Economic Essays Contributed in Honor of John 
Bates Clark, pp. 186-56. 

* “Capital may ... be measured either by looking 
backward and ascertaining the money cost of... 
nee and rights, or it may be 
measured by looking forward toward their prob- 
able income-yielding power. The first method—the 
one generally followed by accountants—measures 
capital as amount invested. The second method gives 
us its present worth.” Ely, Adams, Lorenz, and 
Young, op. cit., p. 103. 


| 
of i 
mic 
ein 
re | 
al, 
| tic 
re- 
is 
an 
is 
or 
th. 
pi- 
on 
of 
ed 
ts 
se 
he { 
t 
ym 
en 
| 
ly 
63 
r., 
On 
) 
bt 
It 
nt 
& 
8 
e 
n 
| 
s 


188 


pression of the capital over a period of time. 

The cost of production concept may 
next look to the present to explain the nor- 
mal primary reason for the existence of the 
capital. In that event the cost is thought of 
as the present equivalent of the actual past 
cost. For instance, the units of labor, sav- 
ing, risk-taking, and perhaps rent required 
to produce a boat may be reckoned under 
current conditions, instead of those that 
were actually in force during the period 
when the boat was built. Or, as is more com- 
mon in a price economy, the cost of produc- 
tion may be thought of as the present 
money amount needed to produce the capi- 
tal. In that event the cost is usually con- 
sidered to consist of the present quoted 
market price on the buying market, plus 
whatever additional present costs may be 
needed to get a similar item of capital into 
a similar productive condition and position. 
Or if no such market price is conveniently 
obtainable, the cost of replacement (or its 
supposedly approximate equivalent, the 
cost of reproduction) is estimated and used 
as the present-value measurement of the 
capital item. The fixed-asset appraisal fig- 
ures so frequently seen in accounting state- 
ments are ordinarily more a reflection, as 
at some particular date, of this economic, 
present-cost-of-production view of capital 
than of any other. 

The cost-of-production concept may, fi- 
nally, look to the future to explain the nor- 
mal primary reason for the existence of 
capital. The application of this attitude 
must rest on arbitrary future estimates of 
production costs. It is probably seldom seen 
in use anywhere. However, as will later be 
shown, accountants, who favor calculating 
depreciation on the basis of the original 
monetary cost of a depreciating fixed asset, 
generally assume that the advocates of 
basing depreciation on replacement cost are 
compelled to employ a view concerning the 
source of capital somewhat like the eco- 
nomic future-cost-of-production view. For 
accountants usually seem to believe that 
their opponents must ascertain the future, 
replacement-date cost of a depreciating 
item of capital in order to have the cost 
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figure on which their calculations of depre- 
ciation must be based. 

The second main explanation of the 
principal source of capital also expressly 
or tacitly regards as obvious in most cases 
the fact that capital is an economic good— 
which in this instance, however, implies that 
the good normally has a cost of production 
—and then goes on to show fully why the 
demand for the good is greater than the 
appropriable supply of it. The explanation 
usually selected to account for such excess 
demand is that the article promises to prove 
productive of benefits that will satisfy hu- 
man desires. According to this view, there- 
fore, the primary source of capital is its 
productivity, although this is generally 
viewed as the main cause of the immediate, 
as opposed to the normal, existence of the 
capital. But like the cost of production, it 
may be regarded as dependent upon the 
past or the present or the future. 

The past-productivity concept may be 
said to be in effect if the past is made the 
main or sole basis for determining the pro- 
ductiveness of the capital. The plan of com- 
puting goodwill primarily according to the 
productivity shown by the past earnings of 
a business is closely related to this concept, 
but probably not identical with it inasmuch 
as the usual intention of the valuation im 
such a case seems to be to ascertain a nor- 
mal value whereas the usual intention of the 
economic past-productivity concept is to 
explain the immediate value of capital. 

The present-productivity view may be 
looked upon as in use when the amount ob- 
tainable from an asset at the present is 
made the principal foundation for consider- 
ing that such capital exists. The frequently 
encountered method of valuing an asset, 
like obsolete merchandise, at the net pro 
ceeds obtainable from selling it as at @ 
particular instant or date is an illustration 
of the practical application of this view. 

And, finally, the productivity attitude 
may consider that scrutiny of the futures 
the most sensible way to explain the mr 
mediate presence of capital. In that case 
the discounted present worth, rather than 
the full future amount, of the expected ir 
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come is generally used as the tangible ex- 
pression of the capital. And whereas the 
past and present variations of the produc- 
tivity concept may be thought of in terms 
of physical units, like pounds or bushels, 
almost as easily as in monetary ones, the 
future-productivity view almost invariably 
(but not necessarily) is expressed in terms 
of money. The method whereby the price of 
a corporate bond is set so that the amounts 
expected to be obtained from the ownership 
of the bond will be equivalent to a desired 
percentage of yield on the cost of the bond 
is an illustration of the practical use of this 
concept. 

Although the difficulty of accurately 
predicting future events usually causes the 
practical application of this future-produc- 
tivity view to be arbitrary, and hence not 
fully acceptable in the business world, it has 
been gaining in prestige during recent de- 
cades because of the growing recognition 
of its sound explanation of the cause for the 
existence of capital as at any particular 
moment : 


An almost unlimited number of opinions 
might be cited to show the practically univer- 
sal acceptance of the concept that the power to 
produce income creates and determines capi- 
tal value, while opinions to the contrary are 
notable for their comparative rarity. This 
theorem has been generally accepted by econ- 
omists, financiers, engineers, accountants, and 
other persons engaged in the commercial 
valuation of divers types of income producing 
property, and it is likewise recognized as a 
sound basis of valuation in numerous court de- 
cisions and by many executive agencies of the 
State and Federal Governments." 


There can seemingly be but little doubt 
that the future-productivity explanation 
of the immediate primary source of capital 
is the soundest of all for use in ordinary 
valuation work. For although a knowledge 
of the principal source from which capital 


* Grimes, J. A., and Craigue, W. H., Principles 
of Valuation, p- 5. But, of course: “The price at 
which an income producing property passes from 
one ownership to another is determined, not only 
by its value, but by such intangible elements as the 
comparative knowledge, bargaining ability, fore- 
sight, and need of the buyer and the seller.” (p. 2) 
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arises over a period of time is useful as a 
means of explaining normal value, the usual 
value required in accounting spheres is one 
as of some particular instant or date,” and 
this usual type of value is the type pro- 
duced by the use of the future-productivity 
reason for the immediate existence of capi- 
tal. 

This future-productivity view has been 
advocated especially by economists, actua- 
ries, and engineers. Accountants have ac- 
corded it some recognition too, although, 
because of their readily understandable un- 
willingness to base their calculations on 
figures less certain than those arising from 
actual transactions and changes, they have 
usually felt constrained to judge produc- 
tivity on the basis of the past. 

Since, then, the future-productivity ex- 
planation of the primary reason for the 
existence of capital as at any moment is 
the best in theory for ordinary valuation 
work, but since in practice it must be based 
on estimates that are too hypothetical and 
arbitrary to be convincing, decided prog- 
ress in valuation procedure and all that 
depends thereon would ensue if the result 


# Although exceptions to this rule do exist, many 
apparently genuine exceptions are revealed _ 
analysis to be spurious ones. For instance, the New 
York State Department of Insurance permitted all 
insurance companies under its jurisdiction to value 
various of their stocks and bonds as at June 30, 
1982, instead of at market value, at a value con- 
sisting of the average of, first, the average market 
value during the five quarters ended September 30, 
1981, and, second, the market value of June 30, 
1932. (The Commercial & Financial Chronicle, Vol. 
185, No. 3500, July 23, 1932, p. 574.) National 
banks and the banks and trust companies of New 
York State were similarly allowed to value various 
of their bond investments on the basis of carefully 
specified “intrinsic” values rather than market 
values. (The Commercial & Financial Chronicle, 
Vol. 184, No. 3496, June 25, 1932, p. 4587.) This 
idea was not new, moreover, for during the finan- 
cial crisis of 1907-8 insurance com in the 
United States were permitted to value the securi- 
ties in their ion on December 81, 1907 at 
the market prices of December 31, 1906, (The Ac- 
countants’ Magazine, XII, No. 111, Jan., 1908, p. 9.) 
In each of these cases, however, the object of the 
unusual valuation procedure was to ascertain a 
value as of some particular moment for balance- 
sheet purposes—not a normal value, although the 
valuation procedure took account of the value facts 
for a period instead of for simply the particular 
instant or date. 
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produced by it could in some manner al- 
ways be closely approximated by a satisfy- 
ingly provable, yet readily obtainable, re- 
sult produced by some other means. Is such 
a means to be had? The answer seems to be 
that in the case of capital goods (like mer- 
chandise and fixed assets), which cause 
most of the accountant’s concern with res- 
pect to correct capital measurement, a 
means of producing results that will nor- 
mally, i.e., in the long run, approximate 
those produced by this future-productivity 
theory is already at hand. The means re- 
ferred to is valuation in accordance with 
the present-cost-of-production concept."* 
The economic proof of this relationship 
is, in effect, usually stated somewhat as 
follows, capital and income being, for 
greater clarity, expressed as values, and, 
of course, “other things being equal”: If 
at any moment a capital good (e.g., a 
machine) can produce an article or service 
whose price is high enough not only to 
cover all production costs but leave an ab- 
normally high profit besides, other enter- 
prisers also will probably soon learn of this 
opportunity for profit-making and try to 
take advantage of it by acquiring the same 
type of capital good.** Comparatively soon 
afterwards these competitors will probably 
have succeeded in producing the same arti- 
cle or service. Then it will begin to fall in 
price because of the increased supply of it 
offered for sale.” As a result of this fall 
the financial returns that promise to result 


*Cf. Commons, J. R., Legal Foundations of 
Capitalism, pp. 202 f.; Schmidt, F., “The Valuation 
of Fixed Assets in Financial Statements,” a paper 
presented before the Third International Congress 
on Accounting, New York, 1929; Fisher, IL. The 
Nature of Capital and Income, pp. 188 ff.; and 
Davenport, H. J., The Economics of Enterprise, pp. 
211-8. 

* For a discussion of the conditions under which 
the price of the capital good itself, rather than 
just its productivity and cost, will be affected by 
the equilibrating process that is being explained 
ef. Taylor, F. M., Principles of Economics (9th 
ed. rev., 1925), pp. 347-50. 

* “Tf the value of a commodity is such that it 
repays the cost of production not only with the 
customary, but with a higher rate of profit, capital 
rushes to share in this extra gain, and by increas- 
ing the supply of the article, reduces its value.” 
Mill, John Stuart, Principles of Political Economy 
(Ashley’s ed., 1921), 452. 
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from using the capital good will begin to 
fall too. And they will continue to fall until 
the market price of the capital good tends 
to become a point of equilibrium between, 
on the one hand, the current estimate of the 
capitalized present value of the returns to 
be brought in by the capital good in the 
“marginal” use of it (where the returns 
from using it just cover the cost™ of such 
use) and, on the other hand, the current 
estimate of the cost to produce the capital 
good in the “marginal” production of it 
(where the proceeds from producing it just 
cover the cost” of such production.) More- 
over, the market price, the point of equi- 
librium, will thereafter continually readjust 
itself to any change in either the demand 
(which depends, of course, upon the current 
estimate of future productivity) or the 
supply (which depends upon the current 
estimate of cost of production) or in both. 
And such a point of equilibrium, although 
doubtless a different money amount in each 
case, will eventually be attained regardless 
of whether the capital good is produced 
under constant-cost conditions or diminish- 
ing-cost ones or increasing-cost ones. Con- 
sequently, the current cost of replacement 
as at any moment represents the normal 
estimated future productivity of the capi- 
tal to the marginal user. 

It will, of course, probably often happen 
that the present, current cost of replacing 
a particular capital good as at a specific 
instant will hardly even approximately 
equal the actual present value of the future 
income to be derived from that capital in 
a particular business. For even when intel- 
ligent free competition exists, as is certain- 
ly not always the situation, the market 
price may not coincide with the estimated 
present value of the capital to the marginal 
user inasmuch as the relationship between 
them is purely a normal one. And even if 
these two amounts do coincide, the market 
price may still not coincide with the actual 
present value of the capital good to the 
non-marginal user, who in numbers un- 

* Cost is here meant to include enough profit and 


interest to induce the business man to continue using 
or producing the capital good. 
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doubtedly outranks the marginal user and 
who doubtless generally obtains a some- 
what higher income from the use of the 
capital good. But if the actual value of the 
capital to the customary, non-marginal 
user generally differs somewhat from the 
estimated value of the capital to the mar- 
ginal user, and if this latter type of value 
as at a particular moment differs from the 
market price, the actual value of the capi- 
tal to the customary, non-marginal user 
may be nearer to the market price than is 
even the estimated value of the capital to 
the marginal user (although, on the other 
hand, it may also be farther from the mar- 
ket price). Anyhow, if conservatism in 
valuation is any virtue, then the present- 
cost concept should be regarded with gen- 
eral approval. For since the current re- 
placement cost normally equals the esti- 
mated value of the capital good to the 
marginal user; since this estimated value 
normally should closely approximate the 
actual value to the marginal user; and 
since the customary user is a non-marginal 
one for whom the capital normally has a 
higher actual value than it has for the 
marginal user ; to measure the value to the 
undoubtedly customary user at the current 
replacement cost of the capital good should 
normally be equivalent to placing a con- 
servative value on the capital good. 

But despite the usual fairly close rela- 
tionship that should seemingly exist be- 
tween the present cost of replacing a 
capital good and the actual present value 
of the future productivity to be derived 
from that good, convincing proof or dis- 
proof of such relationship can be obtained, 
in the last analysis, only from exhaustive 
statistical study of the replacement prices 
| of many capital goods over a long period 
of time and their respective degrees of 
agreement with the discounted present 
values of the future incomes that were ac- 
tually obtained from those capital goods. 

Under typical practical conditions of 
fairly intelligent and free competition and 
of fluctuating price levels there is justifica- 
tion, then, for believing that valuation on 
the basis of present cost (which is equiva- 
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lent to replacement or reproduction cost), 
—but not valuation on the customary ac- 
counting basis of actual original cost— 
will normally yield, for any specific capital 
good in any specific business, a value ap- 
proximately equal to, or even less than, 
the value derived from the theoretically 
sounder basis of discounting actual future 
income. Hence, valuation at replacement or 
reproduction cost must ordinarily be looked 
upon as much sounder than valuation at 
actual original cost. This favorable view 
of present-cost-of-production valuation (a 
view of great practical significance) may, 
furthermore, be fairly well reconciled with 
the view’ that, other things being equal, 
an item of capital can not logically be as- 
signed a value any different from the cur- 
rent cost of replacing it with another item 
capable of performing exactly the same 
service with the same degree of efficiency. 
For, to effect an approximate reconcilia- 
tion, the view that an item of capital must 
be assigned a value equal to the current 
cost of replacing it needs simply to be de- 
scribed as the view taken of the general 
normal relationship existing between pro- 
ductivity value and replacement cost over 
a period of time under conditions of intel- 
ligent free competition. 


UNITS FOR MEASURING CAPITAL 


So that income may be distinguished 
from capital, and so that changes in kinds 
and amounts of capital may be better un- 
derstood, a means of measuring capital 
must be devised. This, in turn, entails 
selecting, first, the right kind of measuring- 
unit, and, second, the proper way to as- 
certain the nwmber of units that should be 
included in the measurement. The present 
section will consider the former of these 
requirements; and the next section, the 
latter. 

There are two main types of unit with 
which capital may be measured. The first 
of these consists of some standard physical 


Su by Professor J. C. Bonbright of 
Columbia University; and also mentioned by Com- 
mons, op. cit., p. 203. 
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measure for the particular kind of capital. 
Wheat may, for instance, be measured by 
its standard physical measurement unit, 
the bushel. Such a unit is a “physical” or 
“material” one, and capital measured by 
it is “physical capital” or “material capi- 
tal.” In subsequent pages frequent refer- 
ence will be made to these terms. 

The second main type of unit consists 
of some common denominator for measur- 
ing all the heterogeneous kinds of capital 
and is called “money.” It has consisted in 
the past of such economic goods as the 
following: Gold metal, irredeemable legal- 
tender currency (i.e, “paper money”), 
cattle, cubes of tea, rye, tobacco, and, like 
the inflation-period German Rentenmark, 
even a share of mortgages on all private 
property in a nation. After once being 
selected as a medium to facilitate the ex- 
change of economic goods and services, 
such a unit becomes, by a natural process 
of development, the indispensable standard 
of value by which the worth (and also the 
successfulness) of economic activity are 
judged and fostered. For it enables the 
many kinds of material capital to be prop- 
erly combined and compared in matters 
pertaining to the determination of wealth; 
it enables items of income and expense to 
be quantitatively ascertained and expressed 
as percentages of aggregate capital and 
of one another; and it enables capital to be 
more easily maintained. 

By far the most usual kind of common 
denominator in economic affairs is a money 
redeemable in some precious-metal commod- 
ity, like gold. Examples of such a unit are 
the prewar and the present French franc 
and the dollar of the United States of 
America from January 1, 1879 to March 
6, 1983. Less prevalent, but only too well 
known, is money irredeemable in a valuable 
commodity and dependent for its worth 
upon its power to pay debts and upon the 
credit of the issuing institution or govern- 
ment—hence, “paper money.” Illustrations 
thereof are the German mark from August, 
1914 to December, 1928, the French franc 
from August 5, 1914 to June 25, 1928, 
and the Continental currency of the United 
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States immediately following the War of 
Independence. 

Capital originally measured in terms of 
a monetary standard of value, like the 
dollar, and thereafter left unchangeably 
expressed at its original figure is termed 
“nominal capital.” For as a result of 
changes that have probably taken place in 
the worth of such “nominal” measuring- 
unit after the capital was originally meas- 
ured, the capital, even when left unchanged 
in amount, usually continues to be the same 
in only its outward form, or amount. 

Although a paper money may be freely 
circulating in a country, it will not neces- 
sarily be employed as the only monetary 
measuring-unit there. On the contrary, 
in apparent contradiction of “Gresham’s 
Law,” which asserts that bad money drives 
out good, if the worth of the paper money 
becomes greatly depreciated, such circum- 
stance will tend to cause some other com- 
mon denominator of more stable value to 
be employed.” This fact is evident from 
the widespread use in Germany of moneys 
more stable in value than the official, paper 
mark during 1921, 1922, and especially 
1928—a development that was aided by 
newspaper and other quotations from which 
the current value of the paper mark could 
be quickly and easily ascertained and hence 
the stable-money equivalents of prices and 
measurements that were stated in terms of 
the paper mark.*® Capital of 2,000,000 
paper marks was, for example, equivalent 
to 420 gold marks when the dollar exchange 
rate was $1= M 20,000, because $1 equaled 
4.2 gold marks. 

Modern methods of business, accounting, 
and finance, as previously suggested, re- 
quire all capital to be measured in the com- 
mon standard of value used throughout the 
economic community, namely, money. Re 
cognition, however, of the fact that this 

% Cf. van Overeem, M., Leerboek Van het Han- 
delsrekenen, II, Utrecht, 1923, p. 33. 

* Pocket tables for rapid po convenient conver- 
sion of paper-mark amounts into gold marks or 
lars or, less frequently, into various other foreign 
units were distributed by many German concerns 
(e.g.. the Commerz- und Privat-Bank at Berlin) 


during the later months of the inflation period in 
that country. 
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requirement can be met and yet that the 
values of another date or period can be 
stated at present equivalents has led to an 
extremely important method of maintain- 
ing the swbstance of capital. An illustration 
of this method is a dollar loan based upon 
the understanding that on the date of 
maturity the borrower will repay, in money, 


| asmuch money value (i.e., unless otherwise 


stated, general purchasing power) as he 
received from the lender. In such a case if 
thevalue of the dollar has declined one half 
by the time when the loan matures, the 
borrower must repay twice as many dollars 
as he originally obtained from the lender. 
But, because each dollar of repayment will 
possess only half the value of each one lent, 
the owner of the capital will then receive 
only as much total value, or substance, as 
he lent in the first place. 

The substance of capital is usually 
measured with reference to the ability of 
capital to command some economic good or 
goods; and this ability depends upon the 
relationship between the monetary amount, 
or “value”, of the capital and the monetary 
amount, or “price”, of the particular eco- 
nomic good or goods. Consequently, the 
change that must be made in the monetary 
expression of capital substance to make it 
conform to the change in the price of such 
economic good or goods—and hence keep 
the substance of the capital intact—is cus- 
tomarily reflected by the indew of the price 
of the particular economic good or goods. 

The index representative of the prices 
of all economic goods and services,—or, as 
it is commonly called, the “general index”, 
—which expresses the average purchasing 
power or general value of money with re- 
ference to some base, is the most desirable 
instrument to use in restating, in the mone- 
tary unit of a specific date or period, the 
substance of capital. For measurement 
based on the general index enables all values 
to be expressed in accordance with the cus- 
tomary main object of economic activity, 
namely, increased command over economic 
commodities and services in general. Pri- 
marily on such a basis this unit is superior 
to all others, not one of which can likewise 
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show the relationship between each value 
and the attainment of the underlying goal. 

When the general index is used to express 
the capital substance of one date or period 
at its current monetary equivalent as of a 
different date or period, a $1,000 money 
value, for instance, that was placed upon 
capital when the general index stood at a 
level of 100 must be expressed as $2,000 
if this index rises to 200, and as only $500 
if this index falls to 50. For to state the 
same general-purchasing-power substance 
of capital under varying general-price con- 
ditions, varying monetary expressions must 
be employed. 

When the general index is thus used, the 
capital amounts are measured in the dollar. 
But the dollar itself is already measured 
according to the change in its composite 
purchasing power between the date of val- 
uation and the date or period that serves 
as base. In other words, the dollar is meas- 
wred by the general index. Hence, in such 
a case the dollar is the exterior or direct 
unit of measurement, and the index is the 
underlying or indirect one. 

Capital measured by a general index will 
herein be referred to as “real capital”, and 
the general index itself will occasionally 
be referred to as the “real unit.” The ad- 
jective “reai” purports to mean that the 
capital or unit thus described is the under- 
lying, substantial one from the standpoint 
of the very things that men engage in eco- 
nomic activity for the primary purpose of 
acquiring. As a descriptive word it is not 
at all ideally suited for conveying its in- 
tended meaning inasmuch as it may be con- 
fused with “material” or “physical.” It is 
employed, nevertheless, herein because of 
its long similar use in economics, where it 
means, more or less, general “purchasing- 
power-equivalence” (as, for example, in the 
phrases “real wages” and “real income.”’) 

But just as valuation may rest indirectly 
upon the purchasing power exerted by 
money over the general field of economic 
goods and services, so it may likewise rest 
upon the purchasing power exerted by 
money over a restricted field of economic 
goods and services, or over just a single 
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economic good or service. In such event the 
price index number is still the fundamental 
measuring-unit. An example of the price 
index that represents a restricted field is 
the “individual-concern index,” which por- 
trays as at any instant the relative average 
price of the economic goods and services 
with which a particular enterprise is most 
concerned. To illustrate” how this kind 
of index is prepared and used, let the cost 
elements that normally constitute the 
major part of the expenses in a specific 
German business be those for, respectively, 
glass, silver, and direct labor. Next, let it 
be supposed that a properly weighted total 
of these costs averaged M 1,000 during 
1914, the year chosen as the base period, 
and that a similarly prepared aggregate 
amounted to M 10,000,000 as of June 20, 
1928. Then the later sum would have been 
10,000 times the earlier, and the individ- 
ual-concern index, expressed on a base of 
100, would have been 1,000,000. If, more- 
over, the capital of this concern was being 
measured on the basis of this adulterated 
type of real unit, then, in order to have as 
much substance on June 20, 1928 as it had 
throughout 1914, it would have had to be 
at least 10,000 times as great on June 20, 
1928 as it was, on an average, throughout 
1914. 

The individual-concern unit received a 
great deal of attention in Germany, prob- 
ably because the two classes of index most 
readily available as current measures of 
the monetary depreciation that was for- 
merly going on there, namely, the rates of 
foreign exchange and the indexes of whole- 
sale commodity prices, were commonly 
known to be inaccurate or disadvantageous 
in some other way. Because, however, the 
individual-concern index is, obviously, a 
much less comprehensive measurement unit 
than the general index, it is much less in 
accord with the usual fundamental aim of 
economic effort, and hence much less desir- 
able. Since, furthermore, each concern must 
periodically and frequently construct its 

*Mahiberg, W., Bilanztechnik wnd Bewertung 


bei schwankender Waehrung (8rd ed. rev., 1923), 
Leipzig, pp. 158-163. 
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own, this index is troublesome to prepare— 
correctly, at least. 

Still more undeserving of commendation, 
but worthy of passing comment because of 
its prevalence in Germany as the basis of 
loans during the later inflation years there, 
is the index that shows the change in the 
price of a single economic good or service, 
This index is usually representative of the 
price of some common article or service, 
like rye, coal, potatoes, and kilowatt hours. 
If, as an instance of how it was used in 
Germany, 100,000 paper marks were lent 
on a rye-value basis when a grade of rye 
agreed upon by both lender and borrower 
was quoted at 1,000 marks a bushel, and 
if rye of the same grade was quoted at 
2,500 marks a bushel, i.e., two and one-half 
times as great, at the maturity of the loan, 
the amount of money then required to 
liquidate the loan was 250,000 marks. 

The following quotation well describes 

the effect that the choice of a measuring- 
unit exerts upon the expression of the 
causal relationship between capital and in- 
come: 
. . . the relation between capital and income, 
taken in the value sense, is profoundly differ- 
ent from the relation between capital and in- 
come when either or both are measured in 
their various individual units. When capital 
and value are measured as “quantities,” capi- 
tal may be said to produce income; but when 
they are measured in “values,” we find that 
it is necessary to reverse this statement, and 
to say that income produces capital. The man- 
ner in which capital-value is produced from 
income-value is by discounting, and this is 
done by means of a rate of interest, due at- 
tention being given to the fact that future 
income is always subject more or less to the 
element of chance.”* 


THE MEASUREMENT OF CAPITAL 


After the unit that is to be employed to 
measure the capital has been selected, the 
process of determining the nwmber of such 
to be included in the measurement may be- 
gin. This process is generally known as 
“valuation” because, in seeking, for rea 


™% Fisher, I., The Nature of Capital and Incomé, 
pp. 827-8. 
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sons previously set forth, to define precisely 
the desirability, or “value”, of the capital 
in relation to the values of other economic 

s and services, it necessarily expresses 
its results in terms of a common denomina- 
tor, a standard of value,—money. In a 
broad sense, however, “valuation” may be 
regarded as also comprising the measuring- 
unit field (the main field of “stabilized ac- 
counting’**) because the process of ascer- 
taining values necessarily requires giving 
some heed to the selection of units that 
will serve as suitable means of measuring 
and/or expressing the final results. And in 
accounting and general financial parlance 
“valuation” commonly denotes either the 
process of determining a money value or 
the money value itself. 

When the valuation procedure selects 
productivity as the principal explanation 
of the existence of capital and then values 
the capital at the present worth of the 
estimated income obtainable, the process is 
frequently called “capitalization.” 

Value does not exist in and by itself. It 
exists with reference to economic goods 
and services in the minds of men, who, ac- 
cordingly, make their conduct conform to 
the apparent means of obtaining such 
goods and services. Value is relative and 
subjective in nature, not absolute and ob- 
jective, although under certain conditions 
and at certain times it may be absolutely 
and objectively expressed, as in the form 
of market price. Hence, at the same time 
the same object may possess different 
values for different people and different 
values on different markets.” It may, in- 
deed, possess value for a person that owns 
no legal right to any part of it.** The first 


=Cf. Sweeney, H. W., “Stabilized Apprecia- 
tion,” Tax Accountinc Review, VII, 2 (June, 
1982), 115 et seq. 

™“There may be many pecuniary values for the 
same object. These may all be valid, each within the 
jurisdiction of the institution which made it.” Fri- 
day, D., “An Extension of Value Theory,” Quarterly 
Journal of Economics, XXXVI, 2 (Feb. 1922), 
216; cf. also Commons, op. cit., p. 211; and Couch- 
man, C. B., The Balance-Sheet, pp. 42-8. 

™ Sometimes, as in the case of railways, even some 
properties not owned by the railway may with pro- 
priety be listed as assets—or deferred charges. 
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thing, then, that the valuation process 
must take into account is that value de- 
pends on the present and prospective rela- 
tionship between the person for whom the 
benefits of the capital are to be calculated 
and the capital. 

Valuation is next found to depend upon 
the purpose underlying it. Usually the pur- 
pose of valuation is to ascertain the value 
of capital to a “going concern”, which is 
one that expects to continue in business 
long enough, at least, to be able to utilize 
all of whatever value the capital may have. 
Occasionally, however, the purpose of val- 
uation is one of the following: To deter- 
mine the valve at which property should 
be insured, or the value of insured property 
that was destroyed; to compute a proper 
basis for the setting of rates to be charged 
consumers by a public utility; to comply 
with the value provisions in a tax law; to 
find out the value of a capital item or an 
entire enterprise for the purpose of pur- 
chase or sale; and to show the probable 
value of capital that is to be disposed of 
by forced or voluntary liquidation. 

The valuation process next must decide 
upon the view that it will adopt concerning 
the primary source of the capital being 
valued. In practice, however, this ordinarily 
means adopting the view that orthodox ac- 
counting has already generally recom- 
mended for the particular purpose of the 
valuation. 

Thus, when the capital of a going con- 
cern is to be valued, the ready-made con- 
cept offered by conventional practice is 
that the primary cause for the existence of 
the capital is its past cost of production 
and that, therefore, the money amount 
originally laid out for it represents the 
appropriate value. The great prevalence 


Such might be viaducts built by the railway to sup- 
plant grade crossings, street paving required un- 
der the terms of the franchise, and dlioe similar 
items.” Kester, R. B., Accownting—Theory and 
Practice, II (2nd ed. rev., 1925), p. 111. And, on 
the other hand, the capital owned by a railway will 
generally be of value to not only the railway, but 
also to communities that it serves, to the govern- 
ment, and to everyone that gains in any way from 
its existence; cf. Cairnes, J. E., Essays in Political 
Economy, London, 1878, p. 198. 
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of this view is probably a result of two 
facts. The first of these is that this view is 
most often the least expensive to apply. 
The second is that because it generally pro- 
duces a lower value, it is regarded as more 
conservative. And this latter reason, in 
turn, doubtless became prominent because 
during the most recent thirty-five years 
(throughout which interest in accounting 
valuation was enormously expanding as a 
consequence of the tremendous growth in 
business) rising prices were strongly pre- 
dominant. In a depression period, like the 
notorious one ushered in during the fall of 
1929, however, this accounting dogma 
proves decidedly wnconservative. 

Less often, but with growing frequency, 
the capital of a going concern is looked 
upon by the accountant as having its 
source primarily in the present cost of pro- 
duction and hence as capital to be valued 
at its cost of replacement or reproduction 
as on the valuation date. And still less of- 
ten the capital is considered to have its 
source primarily in its productivity—not, 
however, as reflected by estimated future 
earnings, but by apparent past ones. 

On the other hand, the accountant does 
more prevalently recognize the dictates of 
logic as well as practicality when, in select- 
ing values for other than going-concern 
purposes, it generally ignores the concept 
that the source of capital is primarily its 
past cost. Thus, when the purpose of val- 
uation consists in ascertaining the value 
of capital that is to be disposed of by 
voluntary or involuntary liquidation, the 
conventional theory recommends that the 
valuation. process devote exclusive atten- 
tion to the amount that is expected to be 
realized from the capital—i.e., to the view 
that the source of capital is primarily its 
future productivity. 

Finally, the valuation process may well 
take cognizance of whether the value to be 
ascertained is meant to apply to capital 
that is looked upon, for the purpose of the 
valuation, as independent and unrelated to 
anything else in the enterprise, or to capi- 
tal that is looked upon as simply a neces- 
sary cog in the machinery represented by 
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all the capital items and managerial skill 
in the enterprise. The former view is, of 
course, the one on which nearly all values 
are based. Accordingly, capital (consist- 
ing, e.g., of a bond or an inventory article 
or a fixed asset) is almost always valued 
as an independent unit. In many cases this 
is undoubtedly correct procedure, but in- 
creasing thought is being given to the sec 
ond view. For inasmuch as all the individ- 
ual capital items of a business and all the 
abilities of its management are combined 
in groups or as a whole in a common aim 
to produce income, every one of them may 
be regarded as partly responsible for the 
income produced by its group or by the 
entire enterprise. 

According to this second attitude, then, 
just as the more passive, yet indispensable 
blade of a pair of scissors should receive 
some of the credit for the value of the 
cutting done by both blades, so the value 
of the fixtures in, for example, a salesroom 
should be looked upon as properly to be 
enhanced by some of the value that is re- 
presented by the reasonable expectation of 
ability to sell the merchandise in that sales- 
room at a profit. For the fixtures, although 
not themselves sold, are presumably at 
least an indirectly necessary instrumental- 
ity for selling the merchandise. And so the 
value of a capital item in a business may 
rationally be regarded as dependent upon 
and derived from the value of the entire 
business, which is composed of all the capi- 
tal items and the managerial ability that 
directs them. But to calculate the total 
value of an entire business, on the basis of, 
for example, cost of replacement or ex- 
pected future earnings, and then properly 
spread that value over the associated in- 
dividual items of capital and skill in the 
entire business according to their respective 
estimated responsibilities for such total 
value, so that each one thereof receives & 
correct imputed value, is a new field, and 
seemingly an arduous one to master.” 


*“We thus have three purposes of valuation 
which may be distinguished as valuation proper, 
apportionment and imputation. The purpose of 
valuation proper is that of capitalization, or pres 
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Apractical illustration of such valuation 
and imputation is the method whereby 
many German concerns, in accordance with 
law, early in 1924 restated their balance 
sheets and proprietary shares in terms of 
the gold mark. For in such cases the future 
earnings were first estimated so that they 
might be capitalized at a net-worth figure 
on which they would represent a favorable 
percentage when and if they later became 
actual earnings ;* and then, within certain 
limits prescribed by the new laws, values 
vere imputed to the respective individual 
assets. 


DEGREES OF ACCURACY IN CAPITAL 
VALUATION 


Even after a specific value for an item 
of capital has been decided upon, the ex- 
tent of its probable correctness may still 
well be considered. For regardless of how 
carefully computed, each asset and liability 
value is characterized by a varying degree 
of accuracy—although the numerical ex- 
actness with which it is expressed tends to 
belie this fact. For example, a value of 
$5,000 for cash and a value of $5,000 for 
a depreciated machine will appear to be 
equally accurate, at first glance, anyway. 
But as regards certainty of correctness the 
two are liable to be quite different although 
the utmost care was exercised in calculat- 
ing them. 

If cash consists of only good domestic 
currency and coins, its value may be prop- 
erly regarded as entirely accurate except 


ent valuation, of the total expected net operating 
income. It gives the value of the going business as a 
whole. The purpose of apportionment is the assign- 
ment, according to priorities, of that expected op- 
erating net income among bondholders and stock- 
holders. The purpose of imputation is that of dis- 
tinguishing the sources of the net income.” Com- 
mons, op. cit., p. 171. Cf. also Taylor, op. cit., pp. 
864-81; Schmalenbach, E., Grundlagen dynamischer 
Bilanzlehre (8rd ed. rev., 1925), Leipzig, p. 161; 
Boehm-Bawerk, E., Capital and Interest (Smart’s 
translation), London, 1890, p. 9; Simpson, K., Eco- 
nomics for the Accountant, pp. 119-20; and Hull, 
G. L., “Plant Appraisals,” Accountants’ Handbook 
(2nd ed. rev., 1982), pp. 746-7. 
_ ™For a treatment of the main factors involved 
in such capitalization cf. Kalveram, W., Goldmark- 
lanzierung und Kapitalumstellung (2nd ed. rev., 
1925), Berlin, pp. 260-6. 
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in very unusual cases. But if, as generally 
happens, it contains uncollected checks or 
evidences of indebtedness, which, of course, 
may not be eventually collected in full, the 
correctness of its value should be considered 
certain to only the extent that past ex- 
perience has shown to be justified under 
similar circumstances. Ordinarily, however, 
subsequent facts should prove that the ac- 
counting value of cash is characterized by 
a much greater degree of correctness than 
is true with regard to the accounting value 
of a depreciable fixed asset. For nearly all 
the factors on which the latter depends are 
associated with uncertainty. The effects 
that wear and tear, inadequacy, obsoles- 
cence, and various other conditions will 
have upon the useful life of a machine, for 
instance, can be merely carefully guessed. 
And if the asset was constructed, instead 
of being purchased, even its original cost 
may be simply an estimate. 

Because, then, opinion plays such a 
prominent part in most valuation®™’ and 
because it can very seldom correctly pre- 
dict the effects that future events will have 
upon present valuation estimates, the value 
of each asset and liability may be analyzed 
to reveal the degrees of definiteness in its 
accuracy. Such information may ordinarily 
be ascertained by, first, reviewing in the 
light of subsequent facts the values that 
were set up for the same kind of item over 
the most recent ten or fifteen years; sec- 
ond, calculating and expressing in a stable 
price level the inaccuracies that are thus 
revealed as having existed in these esti- 
mated former values; third, applying the 
mathematical theory of probability to such 
errors in order to determine their statis- 
tical standard deviation; and, fourth, us- 
ing the resulting measure to compute the 
probable degrees of accuracy in the cur- 
rent value of the asset or liability. These 
degrees of definiteness in the correctness of 


= “Tt must be borne in mind that a balance sheet 
of any large corporation is not a statement of facts 
that can be demonstrated with mathematical accur- 
acy so much as it is an expression of an honest and 
intelligent opinion.” Sterrett, J. E., “Accounting as 
a Profession,” The American Economic Review, 
8rd Series, X, 1 (Apr., 1909), 94. 


= 

‘ 

roper, 
ose of 
pres- 


198 


value are classifiable by the odds that they 
respectively represent, each such degree 
being like the degree of definiteness that 
actuarial mortality tables show to exist 
regarding the accuracy of an estimate of 
the age attainable by a human being. 


CAPITAL MAINTENANCE” 


The great importance placed by the eco- 
nomic world upon the maintenance of capi- 
tal is the main reason for the great im- 
portance placed by accounting upon the 
proper compilation of facts concerning the 
maintenance of capital. But before atten- 
tion is paid to keeping an individual piece 
of capital intact, the particular combined 
view that, when once built up from individ- 
ual ones, will cause the capital to be ex- 
pressed as a definitely measured quantity 
must first be selected. These individual 
views consist mainly in the kind of meas- 
uring-unit to be employed, the purpose of 
the valuation, and the view to be adopted 
concerning the principal reason for the ex- 
istence of the capital. After they have been 
definitely chosen, the resulting, precisely 
measured quantity is the capital amount 
to be subsequently maintained. 

_ In actual business affairs the difficulties 
involved in wisely deciding upon the capital 
amount that is to be kept intact are in- 
frequently recognized, for there by force 
of habit the amount of simply the actual, 
original, monetary expenditures for the 
capital is in most cases unthinkingly select- 
ed for maintenance. But with the constant 
clamor that differing notions of capital 
and measurement have recently been rais- 
ing in their desire to be heard, and with 
the further complications that may be ex- 
pected continually to arise in this already 
complex enough subject, the exact views 
that are to remain in force with respect 
to the preservation of an item of capital 
should be thoroughly understood and de- 
termined in advance. Little should be left 
to assumption and hence to possibly clash- 
ing interpretations. For, otherwise, the 


* For a much fuller discussion cf. Sweeney, H. 
W., “Maintenance of Capital,” Tue AccounTine 
Review, V, 4 (Dec., 1980). 
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main problem of accounting may fail to be 
solved. 

The main classes of views that may be 
held concerning preservation of capital are 
two in number. The first asserts that’ the 
quantity of capital should be maintained 
absolutely; the second, that it should be 
maintained relatively. 

The first view is the overwhelmingly pre- 
vailing one in theory and probably the only 
one found in practice. It declares,. for in- 
stance, that capital of $100,000 should be 
preserved at that figure regardless of what 
happens in the economic world. The second 
view, however, declares that capital should 
be maintained in the same ratio as the ratio 
in which the capital of the whole nation is 
maintained.” It was sponsored by Profes- 
sor Schmidt when capital in Germany, as 
a result of the inflation period there, had 
become generally impoverished. 


SUMMARY 


Capital is the present advantage of a 
right to receive an expected economic bene- 
fit. According to one major view, which 
emphasizes the normal or long-time reason 
for the existence of capital, capital is pri- 
marily a reflection of its cost of production, 
According to the other major view, which 
emphasizes the immediate source of capital, 
the main explanation is to be found in the 
productivity of the capital. Each view may 
further be said to be dependent upon the 
past or the present or the future. 

For ordinary valuation purposes the 
future-productivity concept is the soundest 
in theory, but the most arbitrary and dif- 
ficult in practice. On the other hand, the 
economic, past-cost-of-production concept, 
which, more closely than does any other, 
approximates the usual, original-cost val- 
uation view so prevalent throughout the 
business world, is one of the weakest in 


“The demand for relative capital maintenance 
is based on the thought that in case of an impover- 
ishment in the productive forces of the entire eco 
nomic system the individual enterprise must become 
correspondingly impoverished and has, for the re 
placement of the cost used, a claim cor 
responding to only the change in the general produc 
tion.” Kalveram, op. cit., p. 29. 
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theory under actual dynamic conditions of 
fluctuating price levels, but one of the least 
arbitrary and difficult in practice. 

Under typical practical conditions the 
present cost to replace or reproduce a 
good, as reflected frequently by market 
price, should normally closely approxi- 
mate the future productivity of that good 
to its marginal user. This seems practically 
equivalent to stating that valuation based 
on current cost of replacement or repro- 
duction (but not valuation based on actual 
original cost) should normally produce a 
value that, if not fairly close to the value 
produced by the future-productivity basis 
in any particular case, marginal or non- 
marginal, is, at least, conservatively lower. 
Hence, as a valuation base replacement or 
reproduction cost must be judged both 
theoretically sounder and practically more 
desirable than actual original cost. 

Valuation in practice rests mainly upon 
the measuring-unit to be employed, the 
fundamental purpose of the valuation, and 
the concept to be adopted regarding the 
primary source of the capital. The most 
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significant classes of measuring-unit are, 
first, the standard physical or material 
unit; second, the money unit; and, third, 
the general index, an underlying or indirect 
unit, which is the only one that can enable 
general-purchasing-power substance as of 
one date or period to be expressed at its 
current monetary equivalent as of another 
date or period, and that can, therefore, 
permit all financial data to be measured 
in accordance with the customary major 
object of economic endeavor. As regards 
the second main valuation determinant 
enumerated immediately above, the funda- 
mental purpose of the valuation is general- 
ly to ascertain the value of the capital to 
a going concern. And, third, the concept 
to be adopted regarding the primary source 
of the capital is, as previously explained, 
usually that capital is mainly a reflection 
of the past cost of producing it. 

Capital may be maintained absolutely 
or relatively, Prerequisite to either is, how- 
ever, a clear formulation of the exact con- 
cept of the kind of capital that is to be 
maintained. 
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OBSERVATIONS ON “‘THE EQUITY METHOD” 


AND INTERCORPORATE RELATIONSHIPS 


W. E. Dickerson AND J. WELDON JONES 


rate Relationships” appearing in The 

American Accountant from April to 
July 1982, Mr. Lewis A. Carman has pre- 
sented the “equity method” for preparing 
consolidated balance sheets. Being caught 
by Mr. Carman’s engaging style, we 
stopped to read and later to apply the 
methods which he has suggested. This work 
has convinced us that Mr. Carman has con- 
tributed to the accountant’s equipment. 
It has also given rise to the following obser- 
vations which may be helpful in evaluating 
the “equity method.” 

The outstanding claims made by Mr. 
Carman for the “equity method” have been 
confirmed by our experience. Among the 
most important of the advantages is the 
fact that in applying the method, it is im- 
material to the accountant whether the 
investment account records cost or has 
been adjusted for changes in subsidiary’s 
net worth since date of acquisition. With 
the “equity method” his technique will be 
the same in either case. This is equivalent 
to saying that the “equity method” elimi- 
nates the necessity of making all adjust- 
ments which are solely and entirely between 
the “investment” accounts and the “sur- 
plus” accounts.* 

It can be seen at once that the gain in- 
volved in the above is not inconsiderable, 
and is even tremendous in complex situa- 
tions. The common practice with respect 
to investment accounts is to carry them at 
cost. Although conventional methods out- 
line a technique for consolidation on such 
a basis, it is notable that this technique is 
avoided in most cases. Consolidation on 
a cost basis is complex and is subject to 
errors which are not patent. Hence, the 


[ A sERIEs of articles on “Intercorpo- 


+The computation of goodwill may be a possible 
exception to the above statement. Under certain 
conditions, it may be necessary to give attention to 
such adjustments in order to determine net worth 
at date of acquisition. 


usual procedure is to adjust the investment 
account for changes in net worth since date 
of acquisition. To be able to dismiss these 
adjustments, introduces a directness which 
reduces labor and the possibilities of error. 

Simplification of work papers is another 
advantage of the “equity method.” The 
reduction of detail carried in the work 
papers is not restricted to the elimination 
of certain types of adjusting entries as 
described above. By following an entirely 
different line of “attack,” the “equity 
method” simplifies the work of making 
inter-company eliminations. The extent to 
which detail is reduced may be best appreci- 
ated by comparing the work sheets needed 
under the “equity method” with those re- 
quired by the “conventional method.” 
Illustrations are presented later. 

The conventional work sheet for con- 
solidations is complex for even a few cor 
porate entities. Separate lines are neces 
sary for the individual investment, capital 
stock, and surplus accounts. Indeed, sev- 
eral lines may be necessary for some of 
these items to allow for the posting of 
adjustments, or the making of explana- 
tions. Let us consider what this would mean 
for a problem involving twenty-five cor- 
porations. At least seventy-five lines would 
be required to set forth the above accounts. 
True, each practitioner has developed 
means of avoiding the above result when 
faced with a complex situation. However, 
at best, these work sheets include a large 
amount of detail. In contrast to such un 
wieldly work papers, the “equity method” 
sets up the various balance sheets after 
the formula, assets minus liabilities equals 
net worth. Although the assets and lia 
bilities are detailed, the net worth is pre 
sented as a single item. The investments 
in inter-company stocks are combined and 
eliminated without adjustment against the 
total worth figure ; the total goodwill figure 
is set up and added to the total net worth 
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Observations on “The Equity Method” 


Other necessary adjustments and elimina- 
tions are then made as under the conven- 
tional method. (See work sheet No. 1). It 
should be noted that the resulting net worth 
figure represents the total net worth which 
will appear on the consolidated balance 
sheet. The problem now is to break down 
this total into the minority and the consoli- 
dated groups. This is accomplished under 
the “equity method” by subsidiary work 
sheets. 

Before commenting on the analysis of 
the net worth figure, it may be well to con- 
sider the computation of goodwill. This 
moot question is discussed at some length 
in Mr. Carman’s articles. We are not dis- 
posed to disagree with Mr. Carman’s con- 
tentions that goodwill is related to the 
subsidiary companies rather than to the 
holding company, and that the total good- 
will should appear on the balance sheet 
rather than the amount measured by the 
parent company’s purchase. Failure to 
bring the minority group’s share of good- 
will into the consolidated balance sheet 
gives a distorted picture of the relative 
equities of the consolidated and minority 
groups, a fault that cannot be lightly dis- 
missed: Of course, the conventional method 
of computing the value of consolidated 
goodwill would seem even more crude if 
applied to total goodwill. But this is a 
problem in valuation that lies outside the 
scope of this article. 

The “equity method” does not invalidate 
the computation of goodwill on the conven- 
tional basis, i.e. the excess of cost over book 
value at date of acquisition. Either total or 
partial goodwill may be set up on the work 
sheets. In either case the computation of 
goodwill may involve the determination of 
the subsidiary’s net worth at date of ac- 
quisition. It most assuredly will when pur- 
chases have been made into a subsidiary 
holding company which is carrying its in- 
vestment accounts at cost. Work sheet No. 
2 illustrates the computation of goodwill. 

Granting that total goodwill has been 
computed and assigned to the proper cor- 
poration, it should be noted that the 
“equity method” handles the total good- 
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will with the same facility as it disposes of 
the partial goodwill represented by the 
excess of purchase price over book value. 
Whereas, to bring total goodwill into the 
accounts under the conventional method 
will materially increase the number of ad- 
justments. 

The analysis of the net worth figure is 
set forth on two supplementary work 
sheets, still further simplifying the main 
work sheet. Both of these work sheets are 
analytical tables of modest proportions. 
Each serves to accomplish an important 
step in the consolidation procedure and 
together they reflect much of the essence of 
the “equity method.” Work sheet No. 8 
sets forth the interest of the consolidated 
group and the various minority groups in 
each of the different corporations. These 
interests are expressed in ratios. The com- 
putations are usually simple, but Mr. Car- 
man emphasizes the elasticity of his ap- 
proach by applying his technique to almost 
incredible complexities. A chart is of in- 
estimable value, particularly in more com- 
plex relationships. In these cases, formulae 
have been developed for computing neces- 
sary ratios. Work sheet No. 4 is.designed 
to break down the tctal net worth after ad- 
justment. The adjustments which have 
been made in toto on the main work sheet 
are brought forward to work sheet No. 4 
as they apply to the several corporations. 
The ratios found on work sheet No. 3 are 
then applied to the several adjusted net 
worths. 

Several interesting features may be 
pointed out in connection with work sheet 
No. 3. Not only does this table relieve the 
main work sheet of detail and, at the same 
time, provide a neat and convenient check 
on the accuracy of the different equity 
ratios as computed; but it also facilitates 
the handling of consolidations involving 
mutual stock ownership. Mutual stockhold- 
ings in a consolidation have long been as- 
sociated with algebraic equations. The 
literature on the subject has considered the 
application of algebra to such relationships 
as a necessity. In contrast, the equity 
method does not introduce algebra except 


ent . 
late 4 
hese 
hich 
ror. 
ther 
rork 
ion 
as 
rely 
ity 
ing 
to 
eci- 
ded 
re- 
od.” 
on- | 
cor- 4 
ces- 
vital 
sev- 
> of | 
r of 
lean | 
or- 
nts. 
ped 
hen 
ver, 
rge 
un- 
od” 
fter 
als 
lia- 
re- 
ants 
and 
the 
rure 
th 
‘ 


202 


where inter-corporate relationships are 
exceedingly complex. T’o those who are not 
familiar with algebra, this feature will be 
particularly pleasing. 

Work sheet No. 4 completes the work 
papers, in that it arrives at the total of the 
consolidated and minority interest to be 
shown on the consolidated balance sheet. 
These totals will be the same as obtained 
under the conventional method if goodwill 
has been computed similarly in each case. 
In showing the detail of the controlling- 
and-minority groups’ interests, the “equity 
method” injects a result that appears to be 
peculiarly its own. 

The detail of the controlling and the mi- 
nority groups’ interests as determined un- 
der the “equity method” shows the location 
of the assets or the resources which are 
available to meet the equities. It will be re- 
membered that the conventional method 
sets forth the claims of the different groups 
of stockholders. For example, the “equity 
method” will show the C minority’s interest 
in D as a minority interest in D rather than 
a minority interest in C. Thus the minority 
interest in net worth of each corporation 
may be a total of the interests of several 
minority groups. The following illustra- 
tions are designed to show this difference 


“Equity Method” 
Location of assets belonging to 
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Total Minority Interest 
in the Assets of the 
Several Companies 


in presentation of the details of the mi- 
nority interests. 

The attempt to evaluate the relative 
merits of the above pictures may be as 
fruitless as the controversy over the median 
and the mode. It appears that each set-up 
has its quota of light to throw on a complex 
pattern. We can feel sure that minority 
groups would be interested in having both 
presentations. Fortunately, the “equity 
method” does not preclude this possibil- 
ity. The transposition from the “equity 
method” breakdown by location of re 
sources to the conventional showing of 
legal claims is a simple matter. Of course 
this feature is of little consequence to the 
practitioner as it is wholly immaterial un- 
less an analysis of the minority interest is 
desired. 

The candidate for the C.P.A. Certificate 
will do well to familiarize himself with the 
“equity method.” Since a premium is placed 
on speed in the C.P.A. examinations, the 
candidate will appreciate the checks on 
accuracy and the elimination of detail 
which are characteristic of the “equity 
method.” Substitution of the concise sup- 
plementary work sheets in the “equity 
method” for the more cumbersome detail 
appearing on the conventional work sheet 


COMPANY A AND SUBSIDIARIES 
Toran Mrnoriry 
Distributed under “Equity Method” and “Conventional Method” of Consolidation 


“Conventional Method” 
Claims of the several minority 


the minority interests. ese groups. 

$ 6,190.00 Total minority Co. B 
8,508.50 Interest Co. C 
$28,982.00 $28,982.00 


The same picture may be shown as follows: 


Assets belonging to the 
Minority Interest of 
the Several Companies 
$10,117.00 

18,090.00 
5,775.00 


$28,982.00 
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materially reduces the time required to 
prepare the consolidated balance sheet. 
Some question might arise as to the Exami- 
ners’ reaction to the analysis of the details 
of the minority interests under the “equity 
method.” In most instances, however, the 
C.P.A. consolidation problems do not re- 
quire more than the total of the minority 
and consolidated interests. Even in those 
cases, where an analysis of the details of the 
minority interests seems desirable, it is 
relatively a simple matter to determine the 
legal claims of each of the minority groups 
from the work sheets which have been pre- 
pared. 
In order to make this transition from 
the “equity” to the “conventional” method 
of showing the detail of minority interests, 
it is necessary to apply the ratios appear- 
ing in work sheet No. 8 to the adjusted net 
worths as shown on work sheet No. 4. For 
example, in the illustrations used in this 
paper, the “equity method” shows that the 
minority interest as opposed to the consoli- 
dated interest has a total claim of 
$14,288.50 in the assets of Company D. 
Let us see what the minority stockholders 
in Company D may claim—the picture 
shown by the “conventional” method. 
Total Minority Interest located in Company D 
Deduct: 

Equity of B Company’s minority interest in Com- 

pany D, i.e., .051 of $88,500.00 
Equity of C Company’s minority interest in Com- 
pany D, i.e., .170 of $88,500.00 

Company D’s Minority Interest Claims 


The reader will see that the above de- 
ductions are additions to the minority in- 
terests in Companies B and C, respectively, 
as shown by the “equity method.” 

We have applied the “equity method” to 
a considerable number of the consolidation 
problems given on the C.P.A. examinations. 
It appeared that in the solution of many 
of these problems, there was little to choose 
between the “equity method” and the “con- 
ventional method” as far as the time ele- 
ment was concerned. This was due to the 
relative simplicity of the intercorporate 
relations illustrated by the problems. It 
should be emphasized that the advantages 
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of the “equity method” are roughly pro- 
portional to the complexity of the inter- 
corporate set-up. A more general knowl- 
edge of the “equity method” will doubtless 
lead to the presenting of more elaborate 
consolidation problems on the C.P.A. ex- 
aminations. 

Certainly the academic group in ac- 
counting will welcome the means of present- 
ing in text books and classroom work more 
complex consolidation problems. Consid- 
erations of time and space have prohibited 
the use of more typical illustrations in the 
consolidation field. Consequently the stu- 
dent has been rather poorly equipped to 
meet the contemporary scene in a “General 
Motors” set-up after practice involving 
three or four corporate entities. The en- 
larged field for illustrations under the 
“equity method” may be illustrated by one 
of its outstanding features. Whereas, under 
the “conventional method” consolidation 
was made one step at a time between 
“father and son” relationships, the “equity 
method” allows consolidation to be effected 
at a single step even in the most intricate 
relationships. 

The following problem and related work 
papers under the “equity method” is pre- 
$14,288.50 


sented to illustrate the various work sheets 
mentioned above. It also will allow a com- 
parison to be made with the solution under 
the “conventional method” appearing in 
Finney’s “Consolidated Statements,” pages 
95-102, inclusive. 


PROBLEM 


All of the companies named herein have 
carried their investment accounts at cost, 
no subsidiary profits having been taken up 
and all dividends received from the subsid- 
iaries having been credited to surplus. 

The various stock purchases were made 
at dates and prices as follows: 
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. January 1—1918 A purchased 80% of B’s stock at a cost of $85,000.00 
. January 1—1919 B purchased 60% of C’s stock at a cost of 45,000.00 
. January 1—1920 A purchased 10% of B’s stock at a cost of 10,000.00 
. January 1—1920 A purchased 20% of C’s stock at a cost of 14,000.00 
. January 1—1920 C purchased 85% of D’s stock at a cost of 38,000.00 


ar = 


Following are the balance sheets of the four companies as at December 31, 1920, 


Assets A B Cc D 
$ 37,850.00 $ 60,100.00 $31,275.00 $38,500.00 
Investments 
In Stock of B 90% (Cost) ........... .. 95,000.00 
In Stock of C 20% (Cost) .............. 14,000.00 
In Stock of C 60% (Cost) .............. 45,000.00 
In Stock of D 85% (Cost) .............. 38,000.00 
$146,850.00 $105,100.00 $69,275.00 $38,500.00 
Liabilities 
$146,850.00 $105,100.00 $69,275.00 $38,500.00 


The following statements show operating well as credit to surplus for subsidiary 
profit and loss of all four companies from dividends taken up and the debits to sur 
January 1, 1918 to December 31, 1920 as__ plus for dividends paid. 


STATEMENT OF SURPLUS ACCOUNT PER BOOKS 


A B Cc D 

Surplus—January 1, 1918 ........... $25,000.00 $30,000.00 $20,000.00 $ 5,000.00 
Profits on Operations .............. 10,000.00 8,000.00R 5,000.00 6,000.00 
Dividends Received ................. 8,600.06 

38,600.00 27,000.00 25,000.00 11,000.00 
Surplus—December 31, 1918 ........ 32,600.00 22,500.00 22,000.00 9,500.00 
Profits from Operations ............ 8,000.00 5,000.00 4,000.00R 5,000.00 
Dividends Received ................ 3,600.00 1,800.00 

44,200.00 29,300.00 18,000.00 14,500.00 
Surplus—December 31, 1919 ......... 38,200.00 24,800.00 15,000.00 13,000.00 
Profits from Operations ............. 10,000.00 8,000.00 6,000.00 3,000.00R 
Dividends Received from B .......... 4,050.00 
Dividends Received from C ......... 600.00 1,800.00 
Dividends Received from D ......... 1,275.00 

52,850.00 34,600.00 22,275.00 10,000.00 
Dividends Paid ...............csee0. 6,000.00 4,500.00 3,000.00 1,500.00 


$30,100.00 $19,275.00 
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COMPANY A AND SUBSIDIARIES 
Work Sheet No. 1 
December 31, 1920 


Particulars Company Company Company Cunpeny Totals Adjustments Consolidated 
A B B Dr. Cr. 
Assets: 
MAD. coccccccecce $ 37,850 $ 60,100 $31,275 $38,500 $167,725 $167,725 
Investments in Inter- 
920. Co. Stock ....... 109,000 45,000 38,000 .... 192,000 (A) 192,000 
2506660 (B) 5,690 5,690 
> Total Assets ........ $146,850 $105,100 $69,275 $38,500 $359,725 $173,415 
00.00 Deduct Liabilities .... 
Net Worth .......... $146,850 $105,100 $69,275 $38,500 $359,725 (A) 192,000 (B) 5,690 $173,415 


COMPANY A AND SUBSIDIARIES 
Work Sheet No. 2 

10.00 EXPLANATION OF ADJUSTMENTS 

— December 31, 1920 

0.00 


A. To write off investments in Inter-Company Stock. 


10.00 B. To set up “Goodwill” (conventional method) computed as follows: 
10.00 Company A: 
aisle Capital Stock and Surplus Co. B on January 1, 1918 ................ $105,000.00 
Book Value of 80% bought by Company A .............-2eeeeeee $ 84,000.00 
sur- 
Excess of Purchase Price over Book Value ..............e22-seeeeee $1,000.00 
Capital Stock and Surplus Company B, 1-1-20 ................... $ 99,800.00 
Deduct: 60% Company C’s Loss of 4M in 1919 ............. a Gnade $2,400.00 
Deduct: Dividends from C, Cr. to Surplus .................e-eeeee 1,800.00 4,200.00 
Adjusted Capital and Surplus, Company B, 1-1-20 ................ $ 95,600.00 
Book Value of 10% bought by Company A .................e0e00s oe $ 9,560.00 
00 Excess of Purchase Price over Book Value ..............2..2eeeeee. 440.00 
- Capital Stock and Surplus, Company C, 1-1-20 ...............seeee: $ 65,000.00 
Book Value of 20% bought by Company A .................2ee000- $ 13,000.00 
0 Excess of Purchase Price over Book Value ................seeeee- 1,000.00 
“i Total Goodwill Purchased by Company A .............-eeeeeeeeeee $2,440.00 
Company B: 
Capital Stock and Surplus Company 1-1-19 ...... $ 72,000.00 
* Book Value 60% bought by Company B ..............sseeeeeeeees $ 43,200.00 
" Excess of Purchase Price Over Book Value ...................2200- 1,800.00 


' 
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Company C: 
Capital Stock and Surplus, Company D, 1-1-20 .............s0200-- $ 48,000.00 
Book Value of 85% bought by Company C ..............-+-eeeees $ 36,550.00 
Company C paid for the above .............cceeeescccecccecescees 38,000.00 
Excess of Purchase Price over Book Value .................seeeee0s 1,450.00 
COMPANY A AND SUBSIDIARIES 
Work Sheet No. 3 
Comrutation or Equrrms (In Ratios) 
December 31, 1920 
(Ownership of B, C, and D rests in A, b, c, and d) 

Equities of Minority 

Groups: 

Corporation B Cc D 

Equity of Consolidation .900 629 

COMPANY A AND SUBSIDIARIES 
Work Sheet No. 4 
Awnatysis or Consotipatep Net 
December 31, 1920 

Corporation A B Cc D Total 

Capital Per Books ......... $146,850.00 $105,100.00 $69,275.00 $88,500.00 $359,725.00 

Less Inter-Co. Holdings .... 109,000.00 45,000.00 88,000.00 a 192,000.00 

$ 37,850.00 $ 60,100.00 $81,275.00 $38,500.00 $167,725.00 

2,440.00 1,800.00 1,450.00 5,690.00 

Adjusted Capital .......... $ 40,290.00 $ 61,900.00 $82,725.00 $38,500.00 $178,415.00 

Equities: 

Controlling Group ...... $ 40,290.00 $ 55,710.00 $24,216.50 $24,216.50 $144,438.00 
Minority Group ......... 6,190.00 8,508.50 14,288.50 28,982.00 
$ 40,290.00 $ 61,900.00 $82,725.00 $88,500.00 $178,415.00 
The “equity method” is effective also in company holdings exist, the “equity 


dealing with those situations in which the 
allocation of stock in a new company is to 
be determined. In cases involving inter- 
company holdings, the technique will ma- 
terially reduce the number of adjustments 
necessary. Here, as with consolidations, 
all adjustments involving solely the surplus 
and inter-company investment account may 
be ignored. Again, where mutual inter- 


method” will eliminate, in most cases, the 
necessity of resorting to algebra. It may 
be well to observe that the percentage of 
inter-company holdings is immaterial to the 
use of the “equity method.” 

To illustrate the use of the “equity 
method” in connection with stock allot- 
ments, we are presenting a partial solu- 
tion to problem 8, part 2 in the Nov. 1981 
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C. P. A. Examination prepared by the Company C ............. ; I] 
American Institute of Accountants. The 
solution to this problem by the conven- $5,892,500.00 
tional method appears in the April 1982 xueeneeteiees 
issue of The Journal of Accountancy. (d) To reflect agreement under which merchandise 
acquired from group members is returned to 
EXPLANATION OF ADJUSTMENTS vendors. oa 
aa , (e) To reflect revaluation of inventories returned 
(a) To eliminate inter-company accounts payable to vendors under entry (d). ri 
and receivable. $20,000.00 
(b) ————ee in inter-company stocks Company B .............0. 27,000.00 the n 
(c) To set up goodwill account in total of Soomeny ae aaa, preci 
$5,392,500.00. origil 
$ 827,500.00 $72,000.00 of th 
Company B............. 1,190,000.00 as a: 
xX. ¥. COMPANY ment 
Work Sheet No. 2 the ~ 
woulc 
ComPuTaATION oF SH4REHOLDERS Equities the { 
a b ¢c d Total the e: 
A 95 .04983333 99983338 the I 
* 95015836 .04984164 1.00000000 
D 00816666 99666666 
* 00816719 .99683281 1.00000000 ering 
B 92857143 92857148 on a 
00011811 08560117 03571498 alwa’ 
.08393423 .00178006 .03571429 uals: 
.08404734 .92857143 .03738123 1,00000000 derta 
Cc 925 92500000 inspe 
.00000565 .00178006 00178571 dence 
001696 /1 .00008901 00178572 nome 
04642857 04642861 tory 
.00007918 
.02492082 02500000 busin 
.00178154 .04642857 925 .02678989 1.00000000 TI 
* Ownership equities lated 
COMPANIES A, B, C, AND D vestij 
Work Sheet No. 3 inter 
Awnatysis or ConsotipaTen Net of th 
Co. A Co. B Co. 0 Co. D Total The | 


Net Worth Per Books ....... 
AGB: 


-$1,825,000.00 $2,350,000.00 
827,500.00 1,190,000.00 


$2,359,500.00 $3,455,000.00 $ 9,989,500.00 brary 
1,500.000.00  1,875,000.00 the 


$2,652,500.00 $8,540,000.00 


$8,859,500.00 $5,330,000.00 $15,382,000.00 vate 


Deduct: Inter-company the 
Investments and Reserves 
for Inter-company Profits .... 80,000.00 127,000.00 25,000.00 150,000.00 882,000.00 
Adjusted Net $2,572,500.00 $8,413,000.00 $8,884,500.00 $5,180,000.00 $15,000,000.00 De 
| Step! 
Apportioned to: serih 
$ 128,217.62 $ 127,582.14 $ 102,725.88 $5,163,598.96 $ 5,522,119.58 
ck 2,444,282.38 116,203.57 6,881.32 16,406.04 2,583,72881 mals 
$2,572,500.00 $3,413,000.00 $8,884,500.00 $5,180,000.00 _$15,000,000.00 
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ILLUSTRATIONS OF THE EARLY TREATMENT 
OF DEPRECIATION 


Perry Mason 


ods now in use for the systematic ac- 

counting for depreciation and many of 
the now generally accepted concepts of de- 
preciation have a comparatively recent 
origin, and that much of the development 
of the subject has taken place since and 
as a result of the establishment of govern- 
mental regulation of public utilities and 
the enactment of income tax legislation. It 
would be difficult to believe, however, that 
the fundamental facts of depreciation— 
the exhaustion of capital investment due to 
the physical or functional, exhaustion of 
service capacity and the necessity of recov- 
ering capital investment before any profit 
on a venture could be claimed—have not 
always been understood by those individ- 
uals who regularly engaged in business un- 
dertakings. If the records were available for 
inspection, one would expect to find evi- 
dence of some understanding of the phe- 
nomena of depreciation as far back in his- 
tory as the origin of written records of 
business affairs. 

The following items have been accumu- 
lated as an incidental part of another in- 
vestigation, and are presented merely as 
interesting fragments of the entire picture 
of the evolution of depreciation accounting. 
The sources were found in the General Li- 
brary and the Transportation Library of 
the University of Michigan and in the pri- 
vate library of Professor F. E. Ross of 
the University of Michigan. 


1675 
Debtor and Creditor Made Easie, by 
Stephen Monteage. Several entries are de- 
scribed which involve the valuation of ani- 
mals and a lease. 


I Is UNDOUBTEDLY true that the meth- 


“Ballance is Dr. to Account of Horses for 6 
resting, valued at 7 1. apiece, £42. Loss and 
Gain is Debtor to the said, for their use and 
impairing, £6.” The Horses account shows 


the following credit: “1676. Apr. 9. By Loss 
and Gain, lost by their use—£6.” The result 
was to write down the horses from £8 to £7 
each, 

A lease is reduced at the rate of £20 per 
annum. “In the Account of Stock this Lease 
was valued at 300 J. but now a year being 
elaps’d, it is fit it should be valued at less, 
which will make no difference in the Account 
of Ballance; but only lessen the Gain.” 

Other entries include the valuation of cows 
at more than cost, and sheep at cost. A one- 
eighth interest in a ship is reduced from £250 
to £225. 

1744 


The Gentleman and Lady’s Accomptant 
(author not given. An entry is described 
to write down the value of household furni- 
ture. 


In the journal: “Inccme and Expence 
Debtor: To House-Furniture for Ware and 
Tare .. . 10/10/0.” In the ledger account: 
“March 25, 1742, By the Income & Expence 
charg’d for Wear and Tear...” The balance 
of the House-Furniture account is referred to 
as “the present value.” 


1757 


Book-keeping Methodiz’d, by John Mair 
(5th Ed.). There is no illustration of de- 
preciation in this book but the method de- 
scribed for handling the fixed asset ac- 
counts appears in most of the texts of that 
time and of the hundred or more years 
thereafter, and lends itself to the recording 
of depreciation by what’ might be called 
the inventory or revaluation method. 


Accompts of ships, houses, or other 

sions ... contain, upon the Dr side, what they 
cost at first, or are valued at, with all charges, 
such as repairs, or other expenses laid out up- 
on them. The Cr side contains, (if any 

be writ upon it), either what they are sol 
or exchanged for, or the profits arising from 
them; such as, freight, rent, etc. Here there 
are three cases. lst, If nothing be written 
upon the Cr side, it is closed, by being credited 
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by Balance. 2dly, If the Cr side be filled up, 
with the price of the ship, house, etc. sold, or 
otherwise disposed of, then the difference of 
the sides is the gain or loss made upon the 
sale; and the accompt is closed, by being 
debited or credited to or by Profit and Loss. 
8dly, If the Cr side contain only the freight 
or rent; in this case first charge the ship, house, 
etc. Dr to Profit and Loss, for the freight or 
rent; and then close the accompt with Balance. 


1764 


Reports of the Late John Smeaton, 
F.R.S. 2nd Ed., vol. I, a report entitled 
“Of the Expense attending the maintaining 
and preserving of the Canal from Forth to 
Clyde, by way of Carron Water, and also 
for collecting the Tolls thereof.” The fol- 
lowing schedule is a part of the report: 


Common annual expenses 

Supposed to be laid by every year, to 
answer the above, and for the pur- 
poses after mentioned 


Then the annual overplus will be 
This, in 20 years, will amount to 


I suppose in 20 years’ time many of the 
locks will want new gates, all of 
which will gradually fail in a few 
years after, I, therefore, suppose 
them all made at the end of 20 years, 
and, therefore, 72 locks at 60 |. per 
lock 

The bridges, and other works of timber, 
will likewise want repair, which I 
suppose, upon the whole, to amount 
to one-sixth of the locks 


Sum of these repairs 


This, taken from the above accumulated 
sum of 9280 1., leaves in hand at the 
end of 20 years 

The interest of this sum for 20 years 
more, at 8 per cent 

The accumulation of the overplus sum 
of 464 |., will in the second 20 years, 
amount to, as before 


Money in hand at the end of 40 years. .16,064 0 0 
The second set of lock gates will, at the 

end of 20 years more, want renewing 

as before, and as the thresholds will 

want renewing also, I estimate the re- 
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5,040 0 9 
And as the second repair of other work 
may be in the same proportion, that 
is, one-sixth of the locks, this will be 840 0 9 
Repairs wanted at the end of 40 years, 
which deduct from the above sum on 


The interest of this sum, at 3 per cent, 
for 20 years 

The accumulation of the overplus sum 
of 464 1., will in the third 20 years, 
amount to, as before 


Money in hand at the end of 60 years. .25,574 8 0 
At the end of 60 years I suppose the 

locks in general may need rebuilding, 

but as the greater part of the stone, 

and some other of the materials may 

be of service, and the excavation 

ready made, I suppose they may be 

as good as at first, for 300 J. each; 

at an average, therefore, will cost...21,600 0 0 
And if we suppose the other works to 

follow in the same proportion as be- 

fore, they will cost, to make all good 


To make all works as good as at first, 
at the end of 60 years, which deduct 
from the money in hand 


There remains an overplus in hand, at 

the end of 60 years, after everything 

is made as good as at first 
N.B. In the preceding estimate I have endeavored 
to shew what sum of money applied from the be 
ginning, will preserve the work to perpetuity; but 
I apprehend this to be altogether a needless sup 
position; for, if the work will defray the common 
expenses and repairs for the first 20 years, vity 
1186 1. per annum, there is no doubt but that th 
increase of trade naturally following the use of 
these undertakings, will answer the greater repairs 
that must afterwards follow. 


1765 


The Young Book-keepers Assistant, by 
Thomas Dilworth. There is no specific ik 
lustration of depreciation, but the inver 
tory method is described. 


1768 
Book-keeping Modernized, by John 
Mair. (2nd. Ed.) The same general pro 
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Early Treatment 


cedure is described as in Book-keeping 
Methodiz’d and there are no illustrations 
of depreciation but the inference might be 
made that if the “value” of the property 
were less than cost, this decrease in value 
would be included in the charge to Profit 
and Loss. 


... first give the account credit by Balance, 
for value of the ship or house, and then close 
the account with Profit and Loss. 


1801 


Book-keeping in the True Italian Form, 
by Wm. Jackson. In a “ship” account a 
credit is shown, “By Profit and Loss, for 
Wearing, Age, etc.” and the balance for- 
ward is called “present value.” The inven- 
tory method is prescribed, as follows: 


1, Credit the account by balance for the 
value of the ship or the part you own thereof. 

2. Close the account with profit and loss 
for the remaining difference. 


1805 


The Elements of Book-keeping, by P. 
Kelly. The inventory method of balancing 
the fixed asset accounts is illustrated with- 
out showing any deduction for deprecia- 
tion, but in discussing the treatment of 
damage to ships while at sea, the author 
says: 

In computing a General Average for Masts, 
Rigging, etc. cut away, a deduction is made of 
% from the Cost of replacing them, as the 
new articles are supposed to be so much bet- 
ter than the old... . 


1830 


A Connected View of the Whole Internal 
Navigation of the United States, by George 
Armroyd. The following schedule appears 
on page 290: 


The daily expenses of a steam-boat of 10 
horse power may be estimated as follows: 


80per cent.on the cost of the boat and 
engine, valued at $3,500, for inter- 
est, decrease of value, hazard, re- 
newals and repairs, allowing only 
800 working days, 

For Captain 

Engineer 


of Depreciation 


Fuel, 114 cords of wood per day of 
121% hours, or from 15 to 20 bush- 
els of coal, 


Total for each working day .... 


1833 


Baltimore & Ohio Railroad, 7th Annual 
Report. One section was devoted to the pres- 
entation of estimates of the cost of con- 
struction and of repairs and renewals of 
rail way. The cost of replacing different 
parts was estimated in detail, the same 
unit costs being used as were incurred in 
the original construction. For instance, the 
total renewal cost per mile for oak sills 
and sleepers, and yellow pine string pieces 
was $8,342 and the estimated life was 12 
years. The annual provision was expressed 
in terms of an annuity: “An annuity of 
equivalent value (to $8,342 due 12 years 
hence) to commence at the end of one year, 
to continue 12 years, reckoning compound 
interest at 5 per cent. is $209.97.” 


1838 


Excerpt from a report of “a committee 
formed to shew the prospects of a company 
established in London for the conducting 
of the inland navigation of India by 
steam” : 


In Aug. 1885, the “Lord William Bentinck,” 
after having been sixteen months in the water, 
was hauled up on the patent slip, and no 
marks of corrosion were visible. With this pro- 
tection 20 years are confidently assumed for 
the duration of an iron vessel. The annual de- 
preciation, therefore, on the vessels as well 
as on the engines, has been assumed at five 
per cent., and on the boilers at twenty per 


cent. 
1839 


American Railroad Journal, of Septem- 
ber 1, 1889, a report by W. Edward on 
the Reading Railroad. In some analyses of 
costs, the computation of depreciation as a 
percentage of cost is indicated; for in- 
stance: “Repairs and depreciation of en- 
gine and tender estimated at 25 per cent on 
cost, $8,000... .” 
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1840 

Nashua & Lowell Railroad, 5th Annual 
Report. Dividends are deducted from “to- 
tal estimated profits” (total income less 
total expenses), “leaving a balance, includ- 
ing bad debts, etc., to be carried to general 
depreciation and contingency account of 
$3,955.87.” 

Report of the Select Committee Ap- 
pointed to Investigate the Management of 
the Columbia & Philadelphia Railroad, 
James Nill, Chairman. The following sched- 
ule of estimated expenses of operating a 
section of the road appears in a report of 
the Engineer, J. Clements Stocker, to the 
Committee of Investigation: 


Annuity to pay interest on first cost 
of fifteen eight wheeled cars, at 
$2,000 each, and replace principal 
in 5 years, $6,934.50 
Wear & tear of cars, 5 per cent. on 
$6,934.50 
Annuity to pay interest on first cost 
of ten baggage cars, at $500 each, 
and replace principal in 5 years . . 
Wear and tear, 17 per cent. on 
$1,115.00 


1,115.00 


‘Norwich & Worcester Railroad Corpora- 
tion, 7th Annual Report. The following 
item appears in a schedule of “expendi- 
tures . . . for running the road and re- 
pairs” : 

Contingent expenses. This amount being loss 
or depreciation of stock, which had, for the 
most part, been previously sustained, but 
had not been entered, $6,418.00. 


1843 
American Railroad Journal, of Novem- 
ber, 1843. “Cost of Transportation on 
Railroads” by Charlies Ellet, Jr. The fol- 
lowing comments are made in regard to 
depreciation : 


To those companies whose works are now 
new, and who seem to be making money, I 
would suggest the timely formation of a con- 
tingent fund, to prepare them for a con- 
tingency which will as surely reach them as 
the next new year. It is bad policy to divide 
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the annual expenses [sic] as if they were real 
profits; the money that is earned at the ex 
pense of the rails, cars and machinery, should 
be hoarded to replace those things, and not 
distributed, as if they were to last forever, 
It can be shown that every company should 
annually store away, in times of prosperity, 
while their work is new, at least 6 cents for 
every mile travelled by their engines, 1 cent 
for every ton conveyed one mile, and 200 
dollars for every mile of road, to replace de 
cayed materials, and injured iron and me 
chinery. If their profits will not permit that 
reservation, then the prudent man will avoid 
their stock. ... 


The above article is continued in the De 
cember, 1848 number of the Journal, and 
in speaking of the wear of iron rails the au 
thor says: 

Great errors have been committed . . . by 
overlooking the fact that the progress of the 
wear is rarely ascertained, or, in the least, ap- 
preciated, until the rail is destroyed. The aw 
nual charge for iron is very small, because, in 
general, the track does not appear to give way 
until it is nearly unfit for use.... ... there 
is not now to be found in the country a single 
road which has renewed its iron out of the pro 
ceeds of transportation. 


1844 
Boston & Providence Railroad Corpora 
tion, 13th Annual Report. The report de 
scribes a tardy recognition of accumulated 
depreciation, the depreciation from Janu 
ary 1, 1834 to December 831, 1844 being 
recorded in 1844. 


On the 31st ultimo we made a careful esti- 
mate of the present value of the cars, engines, 
and other personal property of the corpora 
tion, which had been charged to the account of 
construction, and have charged against such 
depreciation from the cost to income account, 
the sum of forty thousand dollars, and de 
ducted the same from the cost of construction. 


1845 
Boston & Providence Railroad Corpore 
tion, 14th Annual Report. The continua 
tion of the policy begun in 1844 is de 
scribed. The construction cost accounts are 
carried forward at their depreciated 
amounts. 
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Early Treatment of Depreciation 


An appraisement of the stock of cars, en- 
gines, etc. was made by the Superintendent 
m the 3ist ult., and their value being less 
than was charged to construction, or cost of 
road, etc. we have charged to income account 
the difference, say $86,004.84, and deducted 
this sum from the cost of road, etc. 


Philadelphia & Colwmbia Railroad, re- 
port of Edward F. Gay for the year ending 
November 30, 1845. In a schedule of loco- 
motives original cost is shown in one column 
and “present value” in another. Apparent- 
ly each locomotive had been systematically 
written down. 

James River & Kanawha Company, 11th 
Annual Report. In Appendix X a descrip- 
tion is given of navigation on the Missis- 
sippi River in 1842, and in this description 
the following statement appears: 


The estimated annual expense of the steam 
navigation, including . . . 20 per cent. for 
wear and tear, is $13,618,000. 


1846 
Boston & Providence Railroad Corpora- 
tion, 15th Annual Report. The following 
comments upon the depreciation policy are 
found in this report. 


No estimate has heretofore been made of 
the depreciation of the road, bridges and build- 
ings. The road has been opened for use for 
nearly 12 years, and all the fixtures upon it 
have been kept in good repair. It is supposed 
that the whole depreciation may be justly esti- 
mated at about $20,000. 

In 1844, the amount of $40,000 and in 1845, 
the amount of $36,004.84, was charged to in- 
come account for depreciation of cars and en- 
gines. The stock of cars and engines has not 
depreciated during the last year, the additions 
having much exceeded in value the deteriora- 
tion of the old stock. 


Eastern Railroad Corporation, 11th An- 
nual Report. A contract for the lease of the 
Essex Railroad Company contained a pro- 
vision in regard to depreciation of the 
leased line. 


No claim other than the compensation al- 
ready provided shall be made for interest on 
the cost or depreciation, further than pro- 
vided in the current repairs. . . . When this 


213 


contract shall terminate, the Essex Rail-road 
shall be delivered up to the party of the first 
part in fair running order; but the actual de- 
preciation, if any, is to be borne by the party 
of the first, and not by the party of the second 
part. 
1847 

American Railroad Journal, March 25, 
1848. The report of the Little Miami Rail- 
road Company for 1847 was published in 
this number. It showed a deduction for de- 
preciation from net income after deducting 
interest. 


Less, also a charge to depreciation of ma- 
chinery, 8 wheel cars, 4 wheel cars, and pas- 
senger cars, according to estimate of superin- 
tendent, $20,479.95. 


1848 

American Railroad Journal, April 1, 
1848. “Depreciation of Railway Stock,” 
part of a speech of a Mr. Glyn at a general 
meeting of the London & North Western 
shareholders. It tells how replacements have 
been charged against revenue, how new cap- 
ital is required because of the capitalization 
of the cost of increased weight of rails, and 
asks for the creation of a replacement fund. 


. .. your directors have thought fit, not only 
to take the usual course in regard to the re- 
laying of the rails . . . but conceiving that, in 
the course of some fifteen or twenty years, 
the existing rails will, from the working upon 
them, require necessarily to be replaced by 
others, they have thought it their duty to call 
upon you to sanction the annual appropriation 
of £15,000 for the purpose of forming a fund 
to meet that contingency from time to time. 


1849 
Book-keeping, by D. Adams. A treatise 
on single entry bookkeeping. Statements of 
financial condition are set up by the in- 
ventory method which involves the revalua- 
tion of the fixed assets at the end of each 
period. 
1850 
Berkshire Railroad Company, 12th An- 
nual Report. The omission of any deprecia- 
tion is explained by the comment: “To be 
kept in perfect repair by lessees.” 
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Boston & Lowell Railroad Corporation, 
20th Annual Report. Prior to 1846 some 
replacements and improvements had been 
charged to repairs. From 1846 on, the new 
standard form for Massachusetts railroads 
is followed. 


For repairs of locomotives ....... $25,706.23 
For new locomotives to cover de- 
For repairs of passenger cars .... 13,130.79 
For new passenger cars, to cover 
depreciation 1,100.00 
For repairs of merchandise cars .. 6,240.24 
For new merchandise cars to cover 
Gepreciation 500.00 


Estimated depreciation beyond the renewals— 
nothing. 
1851 
James River & Kanawha Company, 17th 
Annual Report. Report of the Chief Engi- 
neer on the cost of transportation. 


The depreciation of boats and mules, assum- 
ing that they will last (taking into considera- 
tion the occasional loss of a mule) 10 years, 
will be per annum $136.40. 


1853 

A Practical System of Book-keeping by 
Single and Double Entry, by Ira Mayhew. 
The entire subject of depreciation is 
avoided by the omission of all discussion of 
fixed assets. 

A Practical System of Book-keeping, by 
L. S. Fulton and G. W. Eastman. Deprecia- 
tion is not specifically discussed, but the in- 
ventory method of balancing the accounts 
would take care of depreciation if the 
values had gone down. 


Real Estate account is kept to show the 
gain or loss on real estate. It is made Debit 
for its cost—as purchase money, repairs, taxes, 
etc., and Credit for what it produces, either in 
rent or sales. If it is not all sold, the value 
of what remains unsold should be placed on 
the Credit side of the account. The difference 
between the Debit and Credit will be the gain 
or loss on real estate. 


An Inductive and Practical Treatise on 
Book-keeping, by S. W. Crittenden. The 
inventory method is used to adjust and 
close fixed asset accounts. Appreciation is 


taken in the revaluation of Real Estate. De 
preciation is taken in the valuation of 
ship but is not isolated from the other ede 
ments of expense; the income and expense 
items are credited and debited to the Ship 
account, the inventory is inserted, and the 
balance is carried to profit and loss. 


1854 
Colburn’s Railroad Advocate, Septem- 
ber 1, 1855. An excerpt from the 1854 re 
port of the Cincinnati, Columbus & Cleve 
land road. 


The annual depreciation of the superstrue- 
ture of railroads, has not generally received 
the consideration it deserves; but experience 
has shown it to be very great, and it should 
therefore be provided for by setting apart from 
year to year, such sums as may be necessary 
to cover it. 


The writer computes the depreciation 
per mile per annum of rails and says: 


This sum then, or such sum as, with ac 
cruing interest, will amount to this at the end 
of eight years, should be set apart at the end 
of the first year to pay for renewals of iron. 


1855 


Colburn’s Railroad Advocate, December 
15, 1855. A rate of 8 1/3% per annum is 
suggested as the proper rate of deprecia- 
tion for railroads. 


1856 


Colburn’s Railroad Advocate, February 
9, 1856. Excerpt from the report of the 
Nashville & Chattanooga road. Data are 
presented on the length of life of rails, lo 
comotives, etc. 


From the foregoing, you will be able to 
form a very correct idea of the rate our rails 
and machinery are wearing out; and in so do- 
ing, you cannot fail to see the propriety, and, 
indeed, absolute necessity of creating an 
quate sinking fund to provide for this large 
item of depreciation. 

To avoid doing so—passing it by, as some 
thing that can be provided for hereafter, is 
always attended with disastrous results. It is 
far better for the future prosperity of the 
company, to place it conspicuously in the items 
of the current expenses. 
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Another strong reason for appropriating, a 
gficient sum to cover every description of 
loss by deterioration, is, to enable the officers 
and directors to know the actual cost of the 
moveage of tonnage, and thereby prevent them 
from falling into the popular error of railroad 
companies in fixing the tariff of charges too 
low. - 

1856 

Colburn’s Railroad Advocate, March 22, 
1856. A comment is made upon data re- 
lating to the wearing out of iron rails. 


This fact shows that railroad directors 
should provide for the depreciation of iron 
from the first day of opening their roads. It is 
generally the case that any material depreci- 
ation is denied for the first few years of work- 
ing the road, and after that it is underrated, 
until the time comes when an entire new track 
has to be laid down, and a dividend or so 
passed, and some portion if not the whole, 
charged to “construction.” 


1860 


Agricultural Branch Railroad Corpora- 
tion, annual report. The notations are 
made that the road has been “operated by 
the Boston & Worcester Railroad Com- 
pany since December, 1855, under a lease 
...” and that depreciation is “to be as- 
sumed by Boston & Worcester Railroad 
Company.” The lease (published in the 
1855 report), however, only provides that 
the lessee will surrender the property at 
the expiration of the lease “in as good 
order and condition, reasonable use, wear, 
and decay thereof excepted, as was received 
bythem . . .” and this will not cover real 
depreciation. 

Boston & Maine Railroad, 13th Annual 
Report. The depreciation shown in the re- 
port is added to the dividends declared, and 
the total is deducted from “net earnings 
after deducting expenses.” 


1861 
Common School Book-keeping, by H. B. 
Bryant, H. D. Stratton, and S. S. Packard. 
The inventory method is presented briefly. 
ere is no specific discussion or illustra- 
tion of depreciation. 
Book-keeping, by W. Inglis. Under the 


Early Treatment of Depreciation 
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discussion of “Taking Stock” of such ac- 
counts as buildings and machinery: 


In such accounts, a yearly deduction of 5 
or 10 per cent. requires to be made from the 
original cost, to allow for deterioration, or 


) wear and tear. 


In the illustration of a Furniture account, 
the following notation appears: “By De- 
preciation, 5% carried to Trade Ex- 
penses.” The statement is made that a 
warehouse should be written down if it be- 
comes “deteriorated in value from any 
cause,” and that printing machinery un- 
dergoes “a yearly deterioration of 5 per 
cent. off the cost price . . . reducing the 
value of the machinery by this sum an- 
nually.” 
1863 


Counting House Book-keeping by H. B. 
Bryant, H. D. Stratton, and S. S. Pack- 
ard. No depreciation is specifically illus- 
trated or discussed, but increases in value 
of fixed assets are demonstrated and the 
same method would apparently be used if 
values had declined. 

In set II, Real Estate is inventoried at 
$2,000 more than cost and this difference 
is taken as gain for the period. 

In set III, taxes are charged to Real 
Estate, and Rent is credited. There is no 
change in the inventory valuation. 

In set IV, no change is shown in the Store 
and Fixtures account for the first month, 
but in the second month an appreciation of 
$2500 is recorded. 

In the presentation of farm accounts, all 
assets are inventoried, no depreciation but 
some cases of appreciation being illus- 
trated. 

186- 


The Handbook of Book-keeping, author 
not given. An entry is made debiting Profit 
and Loss and crediting Office Furniture 
without any explanation, but it looks like 
the recognition of regular depreciation. 


1871 


Book-keeping and Business Manual, by 
H. W. Ellsworth. The inventory method is 
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used. There is no specific mention of de- 
preciation. 


Real] Estate account is used to represent the 
outlay upon, and return from value invested in 
houses and lands, being debited for all outlay, 
and credited for all returns from the same. The 
balance of this account, after crediting it with 
the Inventory, shows the Loss or Gain on this 
species of property. 


1872 
Elements of Book-keeping, Irish Na- 
tional Board of Education, author not 
given. The inventory method of adjusting 
and closing accounts with ships, houses, 
etc. is described but there is no specific il- 
lustration of depreciation. Part of the in- 
structions is a literal copy from “The 
Young Book-keepers Assistant,” by 
Thomas Dilworth, published in 1765, with- 
out any reference being given as to its 
source. 
1873 


Practical Book-keeping, by W. A. Drew. 
No mention is made of depreciation, but 
apparently the inventory method would be 
used. 

The Logic of Accounts, by E. G. Fol- 
som. There is very little material on fixed 
assets. The inventory method of adjusting 
the accounts is described. 


The Boston & Worcester Railroad 
Annual Reports 


1838-1867 


The annual reports of the Boston & 
Worcester Railroad Corporation to the 
State of Massachusetts contain a number 
of references to depreciation. 


1838—7th Annual Report 


Before declaring the last dividend, the di- 
rectors reserved for deterioration of perish- 
able materials in the road, and depreciation of 
engines and cars, beyond the repairs, the sum 
of $15,000. 


1839-—8th Annual Report 


The amount expended during the 
last two years, and charged to 
the account of construction, 

$ 187,791.48 
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The amount previously expended 
and charged to the same ac- 
count, as by annual report of 
1838, was $1,710,294.89 


Making a total of $1,848,085.89 
From which deduct amount re- 

served from income and car- 

ried to reserved fund on ac- 

count of decay and wear of 

road, engines, etc. beyond 

what is replaced by repairs 

and new work, $ 48,880.00 
Present valuation of road, depot, 

buildings, engines, cars, etc..$1,799,255.82 


1840—9th Annual Report 


The same arrangement of data is used as 
in the 1889 report, but the wording of the 
depreciation deduction is somewhat differ- 
ent: 

Deduct: reserved fund for decay of 
sleepers, and wear of road en- 
gines and cars, etc., beyond re- 


1841—10th Annual Report 

The “reserved fund, for decay and wear, 
beyond repairs” is not deducted from the 
total construction cost as before, but is 
simply shown as a special item in the re 
port. In a group of “expenditures .. . ex 
clusive of the amount charged to construe 
tion,” appears the following item: 


For repairs of engines and cars, of 
which, taken from reserved fund 


for new cars, $9,900, $25,286.46 


1842—11th Annual Report 
The “amount of reserved fund” is shown 


as $38,293.28, and under “expenditures 
during the same period”: 


For repairs of road 
and bridges $51,457.22 
Deduct, charged to re- 
served fund 10,000.00 $41,457.22 


1843—12th Annual Report 
The amount expended for construction . .: 
after deducting the amount credited to this 


account from the profits, for deterioration, 
is $2,886,168.58. 
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The expenditures during the same period, 
were . . . including $16,092, allowed for 
deterioration of cars, $183,579.99. 
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At this time a definite policy seems to 
have been worked out for handling depre- 
ciation. The following excerpt is an un- 
usually clear and complete statement of 
directorial policy: 


Great care has been taken, by the directors 
and superintendent of the road, to obtain ac- 
curate accounts and estimates of the actual cost 
of the operations of each year, including the 
proper average current charges of maintain- 
ing the road, bridges, buildings and machinery, 
without depreciation in value... ... it is 
obvious that the actual expenditure in any 
single year is no criterion of the actual decay. 
The only mode of arriving at a satisfactory 
result, is to be guided by the experience of suc- 
cessive years, and to apportion upon each year 
an amount equal to the average cost of mak- 
ing good the value of each description of value 
at the expiration of each year, before making 
the dividend of the year. In conformity with 
this principle, it was the early practice of the 
directors to make an annual allowance for the 
deterioration when the expenditures for re- 
pairs were not deemed equivalent to the waste 
from wear and decay; whereby a fund was 
created to meet expenditures of succeeding 
years, whenever they should exceed the aver- 
age cost of the necessary repairs. This fund is 
now exhausted, and it is the intention of the 
directors, in lieu of such a fund hereafter, to 
make an annual expenditure in repairs, and in 
the supply of new machinery in place of old, 
or new rails in place of those which are broken 
or injured, to an amount which will keep the 
property as nearly equal, as is practicable, to 
the original cost, and in this manner to avoid 
the error of confounding with net profits, such 
portion of the income as is required for pre- 
serving the capital entire... . . in esti- 
mating the net annual income of the road, a 
proper caution has been used, before declaring 
dividends or profits, to allow an amount which 
shall be sufficient, and no more than sufficient, 
to preserve the capital stock entire. 
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In this report the application of the 
policy set forth in the report of 1844 is 
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described, and the policy again explained 
and defended. 


The expenditure of $69,443.65 . .. for road 
repairs, includes, in addition to the ordinary 
repairs of road, bridges, and buildings, a large 
charge for the renewal of rails on a part of the 
old track, by the substitution of a heavier rail, 
and some extra charges for the enlargement of 
depot buildings. . . . It was deemed proper to 
make the whole amount a charge on the in- 
come of the year, as a part of the current ex- 
penses, instead of charging it to the construc- 
tion account, representing capital; inasmuch 
as the expenditure charged within the year to 
the account of repairs of engines and cars is 
inadequate to meet the heavy depreciation from 
wear and damage, to the very large number of 
engines, tenders and passenger and freight 
cars, required for the business of the road. It 
would be difficult were it desirable, so to ap- 
portion the current expenditures of every year 
in each separate branch of account, as to pre- 
serve an exact equilibrium between the wear 
and the renewal, on each division of property, 
but the object of determining the net divisible 
income of the year, is sufficiently attained, if 
the aggregate of the expenditures for repairs 
is sufficient to maintain the value of the whole 
property against wear, decay, damage and de- 
preciation from every cause. Such a charge 
in some form, either of expenditure or reserve, 
must evidently be made, and deducted from the 
income of the year, before the proper divisible 
profits can be ascertained. On a valuation of 
the present stock of passenger and freight 
cars, it is estimated that an amount equal to 
that stated ($25,000—the excess charged to 
repairs of road, bridges and buildings over es- 
timated amount of ordinary repairs), is re- 
quired to be credited to that account, to make 
good the deficiency of appropriations to it, in 
the last and several preceding years. 


1846—15th Annual Report 


In 1846 the State of Massachusetts pre- 
scribed a new form for annual reports of 
its railroads. A section of the form was 
headed “Motive Power and Cars” and pro- 
vided for the following information: 


For repairs of locomotives ..... XXxx 
For new locomotives, to cover de- 
preciation xxxx 


For repairs of passenger cars ... 
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For new passenger cars to cover 

For repairs of merchandise cars . .xxxx 
For new merchandise cars to cover 


depreciation ............... 
For repairs of gravel and other 


Total for maintenance of motive 


power and cars ............ XXxx 


Another section which followed the showing 
of dividends and surplus asked for the fol- 
lowing information: 


Estimated Depreciation beyond the Renewals, 
vis: 


Road and Bridges XXXx 
Engines and cars ........... XXxx 


In the report of the railroad the follow- 
ing comments were made on the new form 
and the depreciation policy of the company 
was restated: 


In the returns . . . of current expenses, a 
slight departure from the form prescribed in 
the printed schedule has been rendered neces- 
sary from the manner in which these expendi- 
tures are charged in the books. Under the sev- 
eral heads of repairs, . . . are entered all ex- 
penditures not only for repairs strictly speak- 
ing, but for new constructions, improvements, 
or additions; unless the additions so made ex- 
ceed in value the deterioration of the property 
. .«, beyond the amount which represents it in 
the general stock; in which case, the excess is 
charged to the appropriate head of the general 
account, and the residue to repairs. For this 
purpose, an estimate is made, as nearly as is 
practicable, before the closing of each year’s 
accounts, of the property under each head of 
account, and of the amount of depreciation 
beyond the repairs in comparison with the ad- 
ditions. ... 


At another place in the report the state- 
ment is made: “Original cost of road and 
equipment, with that of additions, when the 
amount exceeds in value that of deprecia- 
tion . . . $8,485,242.43.” In the section of 
the report headed “Estimated Deprecia- 
tion beyond the Renewals” the word “none” 
appeared. 
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There are no comments in regard to de- 
preciation in this report, but in the “Mo- 
tive Power and Cars” schedule appear both 
repairs and purchases of locomotives and 
passenger cars. The company had appar- 
ently changed its bookkeeping procedure so 
as to accumulate the information required 
in the standard form. 


1848—17th Annual Report 


In this report an explanation is made in 
connection with the statement that the con- 
siderable increase in capital stock repre- 
sented actual increases in property and was 
not used for repairs, which included the fol- 
lowing comments upon the depreciation 
policy: 

On making up the periodical statements of 
income and expenses, for the purpose of de- 
termining the amount of net profits properly 
subject to dividend, it has been the practice 
of the directors to ascertain, as nearly as is 
practicable, whether the amount of repairs, 
or of new works furnished at the charge of 
income, is equivalent to the depreciation from 
wear, decay, unfitness for further use, or dam- 
age; and, in such case, to credit an amount, 
adequate to meet the depreciation, to the ap- 
propriate head of the construction account, 
and to add the same to the amount of current 
expenses, charged in the income account. ... 


1849 to 1867 


During this period a considerable amount 
of experimentation with methods of pre 
senting depreciation data is evident, for 
the figures are seldom presented in exactly 
the same way for more than two or three 
years in succession, but there is no indica- 
tion of a change in depreciation policy. In 
the report of 1853, figures were inserted in 
the section headed “Estimated Depreciation 
beyond the Renewals” and deducted from 
surplus. In 1867 there was no indication of 
a charge for depreciation, and in this year 
the company was consolidated with the 
Western Railroad Company to form the 
Boston & Albany Railroad Company. 
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THE ACCOUNTANT IN BANKRUPTCY AND 


RECEIVERSHIP CASES 


Davin GOLDMAN 


legislation rightfully protects the 

honest debtor from the greedy shy- 
lock and from the cold calculating money 
lender who is keenly alert to the possibili- 
ties of securing to himself preferential po- 
sitions in and to the bankrupt’s assets. In 
discussing this subject I am assuming an 
awkward burden in the face of the general 
lenient attitude towards indigent debtors 
and all persons who are seeking the haven 
of the bankruptcy court. 

Unfortunately the indulgent creditor 
never learns in time of the change in heart 
of other creditors, who because of their 
own precarious positions or because of an 
anxiety to gain an advantage either in- 
sist on a receivership or drive the dis- 
traught debtor into bankruptcy. 

Since most receiverships and bankrupt- 
cies involve persons in commercial pursuits 
who at one time or another, as a matter 
of course, maintained books of account, 
bank accounts, or other pertinent business 
records, the properly trained accountant 
fits well into the proceedings which have 
as their purpose the true application of 
the bankruptcy laws in locating, identify- 
ing, evaluating, administering, and dis- 
tributing the property of the estate for 
the benefit of, first to the claimants who 
because of the provision of law have a 
prior position, second, to the secured 
creditors, third to the general creditors, 
fourth and finally, to the bankrupt him- 
self. 

Whether the cause of the insolvency was 
due to the misunderstanding of the re- 
quirements of successful business manage- 
ment, competition, insufficient capital, or 
pure commercial scoundrelism on the part 
of the bankrupt, while of some relevancy 
in many cases, the cause should not be all- 
controlling in developing the accountant’s 
program of work. As a matter of fact, 


TT" PHILOsOPHY of our bankruptcy 


energetic resistance must be made at times 
by the accountant to the usual flock of 
reasons and baseless accusations which at 
once arise with the advent of the bank- 
ruptcy. 

If the accountant has had some ground 
work in the law insofar as it pertains to re- 
ceiverships and bankruptcies he may de- 
velop a general program—not necessarily 
too rigid in outline—to handle each case 
to which he may be assigned. Whereas the 
accountant is usually afforded the utmost 
coéperation in his analysis of the records 
and accounts of the solvent client for 
whom he prepares the ordinary financial 
statements, in the instance of a receiver- 
ship he finds himself in the midst of chaotic, 
incomplete and very often missing records, 
with no help from those who have first- 
hand knowledge, and complete indifference 
on the part of the principals. This recep- 
tion should not surprise the accountant; 
a sick business organization cannot bestir 
itself the same as a going concern. 

Right here it may be remarked that the 
Federal Court in charge of insolvent es- 
tates must be first petitioned in a formal 
manner before the accountant is authorized 
to start on his work. At all times in Fed- 
eral proceedings the accountant should be 
certain that his appointment was officially 
confirmed in accordance with the General 
Orders in Bankruptcy (No. 45). His order 
of appointment expressly fixes the amount 
of his compensation or the rate or measure 
thereof. 

While the receivers and trustees are the 
persons responsible to the court and credi- 
tors for the administration of their es- 
tates, their attorneys normally dictate the 
programs and policies to be followed and 
adopted by the receivers and trustees. 
Hence we find that the accountant will be 
in most cases acting under the direction 
of the attorney; this does not mean how- 
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ever, that he should avoid the receivers or 
trustees. The accountant in the last analy- 
sis will have to depend a great deal on his 
own judgment in reviewing the records, 
gathering pertinent facts and evidence. It 
is not unusual for the accountant, after he 
has made some investigation to prepare 
for the attorney the course of questioning 
of the bankrupt or other persons from 
whom the receivers or trustees expect to 
learn about, or recover, property for the 
benefit of the estate. 

Suppose we list some of the sources of 
information which the accountant will usu- 
ally consult for the necessary facts: 

(1) Bankrupt’s books and records in- 
cluding correspondence files, receiving 
and shipping records, minute books, corpo- 
rate records, contracts, leases, deeds, loan 
agreements, canceled checks, notes, bank 
statements, production and _ inventory 
records and purchase invoices, sales data, 
insurance policies, and so forth. 

(2) Financial statements furnished by 
the bankrupt to the credit agencies, banks, 
or any persons from whom credit was 
sought by the bankrupt the past few years. 

(8) Financial statements prepared by 
the bankrupt’s own accountants. Prospec- 
tuses issued by the bankrupt or his bankers. 

(4) Photostatic copies of Federal and 
State Income, Capital Stock or Franchise 
tax returns. 

(5) Public Records for conditional 
sales agreements, chattel mortgages, real 
estate mortgages, deeds, judgments, un- 
paid taxes and any other public record 
of bankrupt’s property. 

(6) Bankrupt’s schedules, Trustees 
and Receivers inventory, and report of the 
appraisers of the Bankrupt’s property, all 
of which must be filed in the proceedings 
with the court. 

(7) Testimony deduced in court or be- 
fore a referee pursuant to the provisions 
of Section 21-A of the Bankruptcy Act. 

(8) Claims of creditors filed with the 
referee. 

Coupled with the inability of the bank- 
rupt or insolvent person to know or make 
known the extent of his property, the audi- 
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tor may encounter the many devious meth- 
ods employed by the bankrupt, by those 
in collusion with him, and by those who 
deliberately plan to conceal, secrete or 
fraudulently convey or prefer themselves 
to his assets. 

Every state as well as the Federal gov- 
ernment has statutes on its books aimed 
at preventing the concealing or conveying 
of the property of a debtor in defraud of 
his creditors. We have laws protecting and 
maintaining the respective relationships of 
secured creditors, lienors, priority parties, 
unsecured: creditors, contingent claimants, 
and stockholders; accordingly, the ac- 
countant’s investigation will have to have 
as one of its most important objects the 
determination and the maintenance of the 
rights of these parties with respect to the 
bankrupt’s assets. 

It is not to be inferred that the account- 
ant will always find the bankrupt an active 
party to a scheme of concealing or fraudu- 
lently conveying his assets. An avaricious 
creditor, much against the will or desire of 
the bankrupt, may be the guilty party. 

In gathering data the accountant should 
be ever cautious in recording in no unmis- 
takable manner all the pertinent symbols, 
identification and reference marks. It is 
extremely important for him to have a very 
definite record of the exact place where he 
reviewed the original data, the time and 
the names of persons with whom he con 
sulted or from whom he received explana- 
tory information. Giving heed to idle and 
general gossip will very often embarrass 
the accountant and the parties involved. 
His inability to comprehend the rigid re- 
quirements of evidential matter will destroy 
his value as an investigator, and if he per- 
mits himself to be swayed by suspicion his 
efforts will in the end be fruitless. After all, 
the hypothesis of an accountant will not 
overcome the presumption of innocence. A 
case can only be built upon incontroverti- 
ble evidence. 

In the routine audit of the records of 
a going concern, the accountant can very 
readily rely on brief and fragmentary ex- 
tracts of accounts or documents. But in 
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investigation work the auditor should keep 
in mind the possibility that he will sooner 
or later take the witness chair and be 
asked to testify as to his findings. As a 
recaution he should make available to 
himself exact copies or photostatic copies 
of all important documents, contracts and 
accounts. At first this appears to be time- 
consuming and costly, but in the long run 
it is economical and, what is more impor- 
tant, it will save embarrassment to the ac- 
countant especially if he finds himself be- 
ing examined by a clever and adroit cross- 
examiner. 

An auditor ordinarily depends on inter- 
nal check in reviewing the books, accounts 
and records for the purpose of certifying 
to the financial condition of a solvent busi- 
ness. He rightfully assumes that, within 
the organization, a system involving per- 
sons and clerical mechanism has been de- 
veloped which controls the accuracy and 
authenticity of the many transactions. It 
would be superfluous for him to review and 
inspect the minute details of the records 
which form the history of these transac- 
tions. However, in analyzing entries on 
the books of bankrupts the protection of 
internal check is absent. Again, he may 
seek and accept oral explanations from 
persons in a sound organization, but he 
will usually find the personnel of that or- 
ganization diminished when bankruptcy be- 
falls it; and in order to secure the neces- 
sary basic information, the attorney will 
have to elicit it at the examinations of the 
bankrupt or persons acquainted with his 
affairs. 

Under the provisions of General Orders 
in Bankruptcy (No. 88) the bankrupt is 
required to schedule and turn over to the 
receiver or trustee all his papers, deeds 
and writings relating to his business and 
estate. The accountant may safely expect 
in the case of the unscrupulous bankrupt 
that some of these documents will be miss- 
ing, especially if they have any bearing on 
the illegal disposition of his assets, and, 
what is more harassing, the bankrupt or 
his representatives may develop unreliable 
memories as to their contents. In this con- 
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nection it may be borne in mind that ac- 
cording to the Bankruptcy Act, (Chapter 
III, Section 14) the application for dis- 
charge from bankruptcy may not be 
granted if the opposition can show that 
the bankrupt has destroyed, mutilated, 
falsified, concealed or failed to keep books 
of account or records, from which his 
financial condition and business transac- 
tions might be ascertained. This provision 
in the law has a restraining effect on indi- 
viduals, but since insolvent corporations 
usually remain on the junk heap of 
scrapped businesses, missing books and 
records of corporations very effectively 
darken the vision of the prying eyes of the 
investigator. 

The accountant should make himself 
familiar with the acts of bankruptcy which 
are found in the Bankruptcy law (Chap- 
ter III, Section 8) and reads as follows: 


Acts of bankruptcy by a person shall con- 
sist of his having— 


(1) conveyed, transferred, concealed, or re- 
moved or permitted to be concealed or re- 
moved, any part of his property with intent 
to hinder, delay, or defraud his creditors, or 
any of them; or 

(2) transferred, while insolvent, any por- 
tion of his property to one or more of his 
creditors with intent to prefer such creditors 
over his other creditors; or 

(8) suffered or permitted, while insolvent, 
any creditor to obtain a preference through 
legal proceedings, and not having at least five 
days before a sale or other disposition of any 
property affected by such preference vacated 
or discharged such preference ; or 

(4) suffered or permitted, while insolvent, 
any creditor to obtain through legal proceed- 
ings any levy, attachment, judgment, or other 
lien, and not having vacated or discharged the 
same within thirty days from the date such 
levy, attachment, judgment, or other lien was 
obtained ; or 

(5) made a general assignment for the 
benefit of his creditors; or, while insolvent, a 
receiver or a trustee has been appointed, or 
put in charge of his property ; or 

(6) admitted in writing his inability to pay 
his debts and his willingness to be adjudged 
a bankrupt on that ground. 
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Stripping apart the so-called technical 
expressions in the law, we find that the 
important features insofar as the accoun- 
tant’s work is concerned are: 

(1) Intent to hinder or defraud credi- 
tors, (2) Intent to prefer one creditor 
over another while insolvent, and (8) Suf- 
fering or permitting a preference or lien 
while insolvent. 


What is meant by “insolvent” is defined 
in the Bankruptcy Act (Chapter I, Sec- 
tion I, Paragraph 15): 


A person shall be deemed insolvent within 
the provisions of this act whenever the ag- 
gregate of his property, exclusive of any prop- 
erty which he may have conveyed, transferred, 
concealed, or removed, or permitted to be con- 
cealed or removed, with intent to defraud, hin- 
der or delay his creditors, shall not at a fair 
valuation, be sufficient in amount to pay his 
debts. 


We find the courts defining insolvency 
as “a general inability to meet pecuniary 
liabilities as they mature by means of either 
available assets or an honest use of credit” 
(106 N.J. Eq. 883-384). 

Some accountants may presume that the 
proper starting-point in the examination 
of the records of the bankrupt’s business 
would be at the last moment when it ap- 
peared that the business was solvent. This 
is erroneous because the records of wrecked 
commercial enterprises often indicate that 
they were conceived in iniquity and that 
transactions in defraud of creditors can 
very readily take place when a business is 
solvent. As a matter of fact a too healthy 
financial condition is a fertile field for 
fraud, and so it follows that the investi- 
gator should go back to the origin of the 
business. He may find that there is a de- 
fective corporate organization wherein 
stockholders are still liable on their unpaid 
capital stock subscriptions or that direc- 
tors dishonestly or otherwise abused their 
discretionary powers by placing unjusti- 
fiable values on the property paid in or on 
services performed as the basis for the is- 
suance of capital stock. He may find, with 
due deference to so-called expert finan- 


ciers, bond and mortgage issues based on 
invalid or insufficient consideration. The 
auditor’s examination may reveal im- 
proper control of pledged or assigned ags- 
sets under imperfect provisions of the in- 
dentures issued in connection with securi- 
ties. 

The question whether fraudulent trans- 
actions or omissions have been outlawed 
by statutes of limitation will be disposed 
of by the attorneys and the accountant 
should not himself attempt to pass on such 
questions. 

Salary, bonus, commission, special and 
drawing accounts of individuals, partners, 
officers and directors particularly demand 
the attention of the accountant. It does not 
always follow that these individuals use 
direct means for illegally transferring as- 
sets to themselves or agents. You may find 
leases at exorbitant rentals on properties 
privately owned; purchases of services or 
merchandise at abnormal prices from 
“relatives” or favorite firms in which they 
may have a secret interest, and more, you 
may expect to find these accounts carried 
under fictitious names. Disbursements made 
for legal fees and professional services 
should also be scrutinized by the account- 
ant. While the attorney for the bankrupt 
may receive money or property in contem- 
plation of the filing of the petition by or 
against the bankrupt for services to be 
rendered, the transaction should be re-ex- 
amined by the court and will only be held 
valid to the extent of a reasonable amount 
to be determined by the court, the excess be- 
ing recoverable for the benefit of the estate. 

The possibility of an illegal declaration 
of dividends should not be overlooked. The 
lack of definiteness in the law as to what 
constitutes capital, surplus, earnings, oF 
profits, gives the investigator the right to 
report on all dividend payments, leaving 
the legal aspects to the attorneys. 

Secured or unsecured loans made to the 
bankrupt or insolvent person may also 
bear investigation. Notwithstanding cen- 
turies of legislation, usury is not a lost 
art, and while it principally concerns sole 
proprietorships and partnerships, refer- 
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ence to the excessive discounts, interest 
rates, bonuses, bonding fees and other de- 
vices employed by the avid money-lender 
in his dealings with corporations, can well 
find a place in the accountant’s report; 
the facts surrounding collateral—its de- 
scription, value at the time pledged or ear- 
marked, its current value, the amount of 
margin given as security for the loan, its 
custody and its control during the term 
of the loan—are also important. Sales of 
assets coupled with complicated re-pur- 
chase agreements furnish additional prob- 
lems to the accountant. What they may 
finally mean to the estate is no concern of 
the accountant, but his report would be in- 
complete if he overlooked or omitted to re- 
fer to them. Deeds granted and mortgages 
issued on property, real or personal, are 
relatively simple things to execute and 
place on file in the public records, if the 


parties so wish; books of account are usu-- 


ally ignored, since they will too readily re- 
veal the existence of such conveyances. 
The accountant will do well in suggesting 
to the attorneys to have the public records 
searched immediately so that with the 
transcript of the search in his possession 
the accountant may develop important 
clues. Sometimes the bankrupt or insol- 
vent person after conveying the property 
or having conveniently forgotten to record 
the item on his books, inadvertently con- 
tinues to pay realty taxes. The book en- 
try for the payment of the taxes may not 
lead to the recovery of the amount of tax 
but to a reconveyance of the property for 
the benefit of the estate. 
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A few years ago I would have urged that 
the inspection of the Federal and State 
Income Tax returns should occupy a fore- 
most position on the list of documents to 
be examined by the accountant. You will 
agree with me that after several years of 
the depression the chances of an insolvent 
concern having overpaid its taxes on in- 
come are slim because they probably had 
no income. However, in cases where rela- 
tively substantial amounts were paid in 
taxes during the past six years, it would 
not be altogether futile to analyze the re- 
turns in order to ascertain if there be any 
overpayments which are recoverable for 
the benefit of the estate. 

The almost universal spectacle of the 
friendly receivership in order to avoid ex- 
cessive rent liabilities under leases, may 
lead the accountant into believing that all 
the leaseholds thereunder are valueless. A 
detailed résumé of the salient points of each 
lease may assist the receivers or trustees 
in uncovering valuable items. 

A comprehensive statement showing all 
cash receipts and disbursements, transfers, 
assignments, or sales of assets during that 
“four-month period” referred to in the 
Bankruptcy Act (Chapter III, Section 
II), ending with the commencement of the 
bankruptcy proceedings, should also be in- 
cluded in the accountant’s report. 

In every actual case the accountant will 
find wide room for his initiative and in- 
genuity in developing worth-while material 
for the estate, and, what is more, he will 
find additional compensation for his work 
in its fascinating character. 
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DIVIDENDS ON NON-CUMULATIVE 


PREFERRED STOCK 
L. L. Brices 


ONCOMITANT WITH the development 
; of the corporation into the domi- 

nant form of business organization 
there has been an increase in the classes of 
corporate securities. The growing com- 
plexity of our economic institutions has 
added new complications to capital struc- 
tures so that the problem of preserving a 
proper balance between the holders of vari- 
ous classes of securities in their competition 
for income is becoming more and more diffi- 
cult to solve. The preservation of this bal- 
ance by the adjustment of relationships 
among the groups owning corporate shares 
is an extremely delicate and arduous task 
for the courts. One of the most important 
of these adjustments, from the standpoints 
of the amount of property involved and the 
effect on business in general, is that between 
the owners of preferred shares which are 
non-cumulative and the holders of common 
stock. 

So far as dividends are concerned, pre- 
ferred stock may be classified as cumula- 
tive and non-cumulative. The holders of 
cumulative shares are entitled to dividends 
each year if earned, and, if not earned and 
paid in any year, the liability for the divi- 
dends of that fiscal period is added to the 
amount due for the next year. This liability 
is enforceable whenever profits are large 
enough to cover it (Fidelity Trust Com- 
pany v. Lehigh Valley Railway (1906) 
215 Pa. 610). On the other hand, the hold- 
ers of non-cumulative preferred stock are 
entitled to no dividends for any particular 
year if there are no earnings for that 
period. A problem arises when profits are 
sufficient to pay a dividend to this class 
of shareholders but the board of directors, 
in good faith, refuses to make a distribu- 
tion for that year and invests the earnings 
in fixed improvements or retains them as 
working capital. In the following or some 
later year the directors declare and pay 


from current profits a dividend to both the 
common and the non-cumulative stock- 
holders. Do the holders of the non-cumula- 
tive shares have any rights in respect to 
the dividend earned but unpaid the pre 
vious year which gives them priority over 
the common stockholders or are the latter 
entitled to receive what might have gone 
to the non-cumulative preferred? During 
the last half century this problem has 
caused the courts considerable trouble. I 
have collected the decisions on the point 
and a summary of them is given in this 
article. 

First, let us see what the English law 
is on this subject. Although I have been 
unable to find any case involving the inter- 
pretation of the term “non-cumulative,” 
Palmer, one of the leading English authori- 
ties on company law, in his Company Pre 
cedents, (11th ed.) Part 1, 577, declares 
that a stock contract conferring the right 
to receive dividends out of profit of the par- 
ticular year to holders of preferred stock 
creates a non-cumulative preferred divi- 
dend. 

The English decisions in point are few. 
In Dent v. London Tramways Company 
(1880) L. R. 16 ch. D. 344, the court 
compelled the defendant company to pay & 
dividend on preferred stock where profits 
were available and the holders of the com- 
mon shares proposed to use all the earnings 
for long-neglected repairs. The real reason 
for the proposal was that the profits were 
sufficient for the preferred dividend but 
they were not large enough for distribu- 
tions to both the common and the pre- 
ferred. The contract of the preferred pro- 
vided that dividends were “payable as re- 
gards each year out of the profits of that 
year only.” According to Sir George Jes- 
sel, Master of the Rolls: 


That means this, that the preferred share- 
holders shall only take a dividend if there 
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are profits for the year sufficient to pay the 
dividend. If there are no profits for that year 
sufficient to pay their dividend they do not 
get any, they lose it forever; and if there are 
no profits in one year and 12 per cent next 
year, they get only 6 per cent and the other 
6 per cent goes to the ordinary shareholder. 
So that they are, so to say, co-adventurers for 
each particular year, and can only look to the 
profits of that year. 


The court reasoned that since the pre- 
ferred stockholders did not have any con- 
tro: over the management of the company, 
they should not suffer for the past sins 
of the common shareholders. If the repairs 
had been adequate in the past there would 
be no reason for such large expenditures 
in the present and the profits would be 
sufficient for the preferred dividend. The 
decision turns on the interpretation of the 
preferred contract. 

In Staples v. Eastman Photographic 
Materials Company (1896) 2 Ch. 308, the 
articles of the defendant company con- 
tained this provision: 


The holders of preference shares shall be 
entitled, out of the net profits of each year, 
toa preference dividend . . . on the amount 
for the time being paid or deemed to be paid 
thereon. 


Inthe opinion of the court, Lord Justice 
Lindley said: 


It appears to me that the reference of divi- 
dends to profits of each year is most marked. 
I think that this language does not entitle the 
preference holder to a cumulative dividend. 


Staples failed to show that there were any 
profits for the particular years for which 
he sought dividends so the court dismissed 
the action. 

In short, the English rule in respect to 
dividends on non-cumulative preferred 
stock is that the earnings of each year are 
distributed without regard to the situation 
in prior years, and there is no right to ac- 
cumulate past, earned, but withheld divi- 
dends. In effect, it denies any discretion 
in the directors to withhold dividends when 
there are profits for the year. Preferred 
shareholders’ earnings may never be used 
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as increased capital for the corporate en- 
terprise. 

Next, let us consider our law on this 
point. One American view is that the right 
to dividends on non-cumulative preferred 
stock is lost only to the extent that, in a 
given year, the profits of the corporation 
are not large enough to pay the dividends 
(14 Cornell Law Quarterly 341 (1929) ; 
28 Columbia Law Review 358 (1928) ). 
Non-cumulative becomes semi-cumulative 
because all earned dividends accumulate. 
The non-cumulative shareholder is entitled 
to dividends for all years in which profits 
are shown, but for those years only (34 
Yale Law Journal 657 (1925); 42 Har- 
vard Law Review 805 (1929) ) and such 
dividends may not be declared out of profits 
for previous years if no profits are made 
in a particular year. 

Let us read what some of the leading 
writers on corporation law have said on 
this subject. According to Morawetz, Pri- 
vate Corporations (2d Ed., 1886) sec. 459: 

The directors of a corporation may have a 
discretionary power to withhold profits from 
the holders of common shares in order to ac- 
cumulate a surplus, etc.; but it is the duty 
of the directors to pay the preferred share- 
holders their promised or guaranteed divi- 
dends, whenever the company has acquired 
funds which may rightfully be used for the 
payment of dividends. This rule applies with 
peculiar strictness where the preferred share- 
holders are entitled to receive their dividends 
annually out of profits earned during the cur- 
rent year only, and a deficit in any year does 
not become payable out of subsequent profits. 


The following statement is found in 1 Cook 
on Corporations (7th ed.) sec. 272: 


It is largely a matter of discretion with the 
board of directors as to whether they will use 
net profits for a dividend or will use them in 
the business of the company, although there 
is a limit to this discretion, and the courts will 
not allow the directors to use their power op- 
pressively by refusing to declare dividends 
where the net profits and the condition and 
the character of the business clearly warrant 
it. The courts are inclined to scan closely a 
refusal to declare dividends where there are 
net profits, and where the preferred stock is 
non-cumulative. 
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1 Machen, Private Corporations (1908) 
sec. 561 is the source of this statement: 


But if the company’s refusal to declare the 
preferred dividend is arbitrary and oppres- 
sive and contrary to the terms on which the 
preferred shares were issued, a court of equity 
will overrule their determination and compel 
the declaration of dividend; and this is espe- 
cially true where the preferential dividend is 
non-cumulative, so that, if once passed, it is 
gone forever, or where the preferred share- 
holders have no vote in the management of the 
corporation and therefore no voice in deter- 
mining whether dividends should be declared. 


Berle (Participating Preferred Stock, 26 
Columbia Law Review 808 (1926) ) says: 


The theory has been stated . . . and accepted 
in various courts . . . that non-cumulative pre- 
ferred dividends, when earned, accrue to the 
holders of preferred stock whether or not they 
have been declared, and that the holders of 
such stock from the mere fact of earning such 
dividends acquire inchoate rights in the cor- 
porate surplus up to the amount of the earn- 
ings which might have been, but were not, 
used to pay their dividends. It has thus been 
held that corporate charters providing for a 
non-cumulative preferred dividend payable in 
preference or priority to any dividends on the 
common stock require the corporate directors, 
where such dividends had been earned, either 
to pay them to the preferred stockholder, or 
to set them aside, and it has even been held 
that no dividends of any sort could be paid 
to common stock until so much of the non- 
cumulative preferred dividends as had been 
earned were paid to the holders of the pre- 
ferred stock. 


One of the first American decisions in 
point is Elkins v. Camden and Atlantic 
Railroad (1882) 36 N.J. Eq. 288. Ac- 
cording to the facts of this case, the de- 
fendant corporation was authorized by its 
charter to issue preferred stock under the 
following conditions: 


That when so issued . . . the holders there- 
of, respectively, shall be entitled to receive 
dividends on the same, not to exceed seven per 
centum per annum, before any dividend shall 
be set apart or paid on the other and ordinary 
stock of said company. 


In some years, dividends of seven per cent., 
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or less, were declared on the preferred stock 
alone, and, in other years, such dividends 
were declared on both the preferred and 
the common shares. The complainant, E]- 
kins, seeks an injunction to prevent the 
corporation from paying any dividend to 
the common until the preferred gets its 
seven per cent, claiming that the preferred 
is entitled to yearly dividends of this 
amount, whether profits were made or not. 
In delivering the opinion of the court, Vice- 
Chancellor Van Fleet said: 


The rights of the preferred stockholders 
should depend upon the pecuniary condition 
of the corporation; if there were no profits 
during the current year, he was not entitled 
to a dividend; if there were, he was entitled 
to a preference to the extent of seven per 
cent.; if the profits were not sufficient to give 
him seven per cent, he was entitled to a divi- 
dend at such rate as they were sufficient to 
pay, but not to carry any deficiency or arrears 
over to a subsequent division of profits. In 
other words, his rights were to be governed 
and regulated each year by the pecuniary con- 
dition of the corporation at the close of the 
year. 

... it is manifest that he (Elkins) is en- 
titled to have that part of the action of the 
defendants enjoined, which attempts to appro- 
priate part of the net earnings to the payment 
of a dividend on the ordinary stock before a 
dividend of seven per cent has been paid on 
the preferred. If they have profits to divide, 
seven per cent on the preferred stock, or any 
sum less than seven, they are bound, I think, 
to give it to the preferred stock and have no 
right to appropriate anything to the ordinary 
stock until they have divided seven per cent 
to the preferred. 


In brief, the court decided that the holder 
of preferred stock was not entitled to an- 
nual dividends of seven per cent., but only 
to dividends out of the annual profits. 
However, when such profits had been 
earned, he was entitled to a dividend of 
seven per cent. therefrom, before any divi- 
dend could be paid on the common. 
Chief Justice Peters made the following 
statement in Hazeltine v. Belfast and 
Moosehead Lake Railroad Company 
(1887) 79 Me. 411: 
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All cases in which an inquiry has arisen con- 
cerning the propriety or legality of paying 
preferred dividends, where the contract is to 
pay as often as annually, if there are annual 
earnings, concur in this, that the inquiry must 
be whether net profits have been earned in the 
particular year at the expiration of which divi- 
dends are demanded. The future wants and 
liabilities of the company may, no doubt, be 
taken into the calculation to a certain ex- 
tent, . . 


The court came to the conclusion that: 


While the company does not owe a debt to 
the preferred shareholders, it does owe them 
an obligation, founded upon a contract which 
is as sacred as any other contract. If the com- 
pany had not sufficient means or credit with 
which to pay its debts without applying upon 
them the funds in question, the funds should be 
so used. . .. The creditors must be protected, 
and so must the different classes of stockhold- 
ers, according to their respective rights. . . . 
The contract to pay dividends on preferred 
stock, was upon the sole condition that net 
earnings are possessed by the company. New 
conditions cannot be imposed by the company 
alone. Good faith forbids it. 


While discretion in the directors was recog- 
nized, the court compelled a declaration on 
the non-cumulative preferred shares as 
there was no real reason for withholding 
dividends any longer. It was considered 
that holders of this class of stock, rather 
than holders of other classes, had a greater 
equity in demanding dividends because it 
was thought that their dividends, once 
passed, were forever lost. 

According to the facts of Wood v. Lary 
(1888) 47 Hun (N.Y.) 550, the defendant 
corporation spent for construction and 
betterments $55,000 which otherwise might 
have been payable as dividends to the non- 
cumulative preferred stockholders. The 
company then proposed to pay a dividend 
in bonds to both the preferred and the com- 
mon. A provision of the preferred stock 
certificate entitled the holders to dividends 
whenever in any year the net earnings, af- 
ter payment of all interest charges, were 
sufficient for the payment. In discussing 
A provision, Presiding Judge Van Brunt 
said : 
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This places the question of their rights be- 
yond the discretion of the directors and gives 
the preferred stockholders a right to these 
profits as dividends, after payment of the in- 
terest charges mentioned in the certificate. 


The court continued as follows: 


Under these circumstances, whether the di- 
rectors declared a dividend of these profits 
arising each year or not, the stockholders were 
entitled to the same, and perhaps by proper 
proceedings could have enforced payment of 
the same at the end of each year. Therefore, 
the right of the stockholders to these profits 
became fixed, and even if the directors made 
no division thereof, that right still existed and 
could not be taken away. The subsequent com- 
pliance of the directors with the terms of the 
contract in declaration of the dividend did not 
therefore infringe upon the provision of the 
certificate which made the dividend non- 
cumulative. 


The court decided that the right of non- 
cumulative preferred stockholders to divi- 
dends did not depend upon their declara- 
tion by the board of directors, and that 
such right was not lost because the direc- 
tors did not declare a dividend each year, 
provided that the earnings in each year 
were sufficient to pay such dividends. It 
construed the contract in the certificate to 
give the preferred an absolute right to 
dividend out of earnings and to deprive 
the directors of discretion to withhold 
earnings or to devote them to corporate 
purposes. The court did not hold that the 
preferred stockholders could force the 
directors to pay dividends each year when 
they were earned, since that right was not 
at issue in the case. 

In Bassett v. United States Cast Iron 
Pipe and Foundry Company (1909) 75 
N.J. Eq. 589, the defendant corporation’s 
non-cumulative preferred stock was en- 
titled to dividends not exceeding seven per 
cent. payable out of any and all surplus 
net profit. A fund known as “Reserve for 
Additional Working Capital” amounting 
to about $2,500,000 had been accumulated 
from surplus net profits of previous years, 
and, of this sum, about $1,500,000 had 
been obtained by scaling down the pre- 
ferred dividends below seven per cent. The 
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complainant, a holder of common stock, 
contended that dividends on the preferred 
stock for any fiscal year must be paid out 
of the profits made during that year and 
that earnings of any given year which are 
not paid out in dividends declared in that 
year must go to the holders of common 
stock when distributed. The defendant cor- 
poration claimed the right to pay divi- 
dends on its preferred stock out of any and 
all surplus net profits, without regard to 
the period during which such profits were 
earned. In stating the opinion of the court, 
Chief Justice Gummere said: 


It seems to us that neither the contention of 
the complainant nor that of the defendant is 
altogether sound. On the one hand, the corpora- 
tion has no right to accumulate a reserve fund 
from earnings which would otherwise be paid 
out as dividends to the holders of common 
stock, and afterward use it to pay dividends 
to the preferred stockholders, when the net 
profits of the year for which the dividend is 
declared are not sufficient for that purpose. 
On the other hand, when the reserve fund is 
accumulated, in whole or in part, by the cut- 
ting down of dividends which would otherwise 
have been paid to preferred stockholders, that 
fund, so far as it represents moneys so re- 
tained, is available for the payment of sub- 
sequent dividends upon the preferred stock. 
To yield to the contention of the complainant 
would be to permit the directors of the cor- 
poration to defraud the preferred for the 
benefit of the common stockholders; while to 
sanction the claim of the defendant would be 
to put it in the power of the directors to de- 
fraud the common for the benefit of the pre- 
ferred stockholders. 


The court concluded with this statement: 


The fund out of which it is proposed to pay 
it (the proposed dividend which the complain- 
ant seeks to enjoin) contains over $1,000,000, 
which would have been heretofore paid in divi- 
dends to the preferred stockholders had not 
the directors of the company considered it wise 
to accumulate the fund as a reserve. So far 
as that fund is made up from moneys which 
would have otherwise been paid to the pre- 
ferred stockholders, we concur in the conclu- 
sion of the vice chancellor that it is available 
for the purpose of paying the dividend which 
is the subject. matter of this controversy. 
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According to the facts of Burk y, 
Ottawa Gas and Electric Company (1912) 
87 Kan. 6, preferred stock holders brought 
an action against the defendant corpora- 
tion and its directors to require an ac- 
counting for assets and dividends and to 
restrain the company from paying out any- 
thing except for necessary expenses. The 
corporation’s defense was that it had been 
impossible for it to declare and pay divi- 
dends on account of necessary expenditures 
for plant extensions. The by-laws provided 
that: 


The preferred stock shall carry a six per 
cent per annum preferred, non-cumulative 
dividend . . . out of the net profits of the pre- 
ceding fiscal year, and a pro tanto dividend 
if such dividend fall short of 6 per cent. 


Justice Smith said: 


The fair interpretation of the contract be- 
tween the corporation and the holder of this 
stock is that if in any year net profits are 
earned, a dividend is to be declared. To hold 
that the board of directors, that is to say, the 
corporation, has the discretion to declare or 
not to declare a dividend when it has funds 
that it can use for the purpose is to hold that 
one of the parties to a contract has the option 
to pay something to the other or not, at its 
election, since, if the dividend is not declared 
at the end of the year, the benefits of the ae 
cumulated profits are practically lost to the 
stockholders. Such a construction should be 
avoided if any other is reasonably open, be- 
cause it would result in temptation and unfair 
dealing. 

The court continued with these words: 


The directors of the corporation owed a 
positive duty to pay a dividend to the = 
ferred stockholders whenever in any year 
there were net profits available. The funds 
that might be used for that purpose could not 
rightfully be expended for extensions merely 
for the benefit of the business, nor could they 
be withheld to meet the expenses of the next 
year. Inasmuch as the only possible source of 
profit to the preferred stockholder from his 
investment is the distribution of earnings in 
the year which they accrue, he has a right to 
insist that an accounting shall be taken an- 
nually, and that the surplus of one year, avail- 
able for a dividend, shall not be carried over 
to meet a possible deficiency of the next. 
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The court held that the holders of the 
preferred stock should be paid a dividend 
and concluded with a dictum which contra- 
dicts much of what was said in the opinion. 
This dictum follows: 


The holder of the preferred stock, however, 
ig not generally a creditor until a dividend is 
declared, but as equity regards as done that 
which ought to be done, if under the facts of 
this case a dividend or dividends ought to have 
been declared in a certain year or years to such 
stockholders they should be regarded as cre- 
ditors to such extent from such time or times, 
in this equitable action. The company’s con- 
tract with the preferred stockholder is not to 
pay him at all events the amount of the net 
profits of each year up to six per cent, but to 
declare a dividend on that basis. The obliga- 
tion to declare a dividend arises only when 
there is (or as to the stockholder ought to be) 
money available with which. to pay it. Al- 
though the business of the year may show 
the earning of net profits counting as gain 
what has gone into betterments, yet if the 
money taken in has been expended in per- 
formance of a duty superior to that owed to 
the stockholder, no obligation to declare a 
dividend can arise. The obligation of the cor- 
poration to pay dividends on the preferred 
stock out of the yearly net profits is sub- 
ordinate to whatever obligation it owes to the 
public. Therefore if it was necessary for the 
corporation to use the surplus in any year to 
make extensions to which patrons were en- 
titled, a dividend for that year would be ex- 
cused. 


This is a mere dictum and is not law but 
it shows the attitude of the court toward 
non-cumulative preferred dividends of 
public utilities. 

Berle, in a thought-provoking article 
(Non-Cumulative Preferred Stock, 28 Co- 
lumbia Law Review 858 (1928) ), de- 
veloped an ingenious method of protecting 
the rights of non-cumulative preferred 
stockholders in dividends earned but not 
paid in a particular year by allowing such 
stockholders “dividend credits” to be paid 
at some later date. The mechanics of the 
plan involves the segregation on the books 
each year when a profit is made of a fund 
which might have been paid to non-cumula- 
tive preferred stockholders as dividends. If 
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losses occur in the future, the ear-marked 
surplus representing this fund must not be 
diminished until the ordinary surplus has 
been exhausted. If no losses occur, the 
special fund eventually reaches the non- 
cumulative preferred stockholders when 
the board of directors sees fit to declare 
and pay dividends to that class of share- 
holders. This scheme found favor in the 
eyes of the Circuit Court of Appeals in 
Barclay v. Wabash Railway Company 
(1929) 80 F. (2d) 260 and was approved 
by many writers in notes in legal periodi- 
cals (14 Cornell Law Quarterly 841 
(1925); 42 Harvard Law Review 805 
(1929); 8 St. John’s Law Review 284 
(1929); 77 University of Pennsylvania 
Law Review 897 (1929); 88 Yale Law 
Journal 820 (1929) ). Although the divi- 
dend credit is only an indication of a prefer- 
ence many consider it a development of the 
tendency of the equity courts to modify the 
apparently absolute powers of corporate 
directors in the declaration of dividends. 
In Moran v. United States Cast Iron and 
Foundry Company (1924) 95 N.J. Eq. 
389, the defendant corporation paid the 
regular dividend and accumulated a re- 
serve fund by withholding extra dividends 
from the non-cumulative preferred and the 
common shareholders. Later the company 
resolved to pay the extra dividends to both 
classes. The resolution stated that the pre- 
ferred dividend was from earnings withheld 
from the preferred in past years. Moran, a 
common stockholder, sought to enjoin the 
payment of the additional dividend to the 
preferred. The court held the resolution 
declaring the dividend to be lawful. Ac- 
cording to Vice-Chancellor Backes: 


These profits belong primarily to the pre- 
ferred stockholders, and the directors are in 
nowise restricted, either as to amount, time 
or occasion, when distributions shall be made. 

While the statute says that the preferred 
stockholders shall be entitled to receive, and 
the common shall be bound to pay, a fixed 
yearly dividend out of the profits, when that 
obligation is to be performed is largely a 
matter of discretion with the directors. They 
are at liberty to pass dividends year after year 
and pile up profits if in their opinion it is for 


) 
12) 
ight 
ora- 

ac- 
1 to 

ny- 

he 
een 
livi- 
reg 
ded 

per 
tive 
pre- 
end 

be- 

his 

are § 
old 

the 
or 

nds 
hat § 

ion 

its 
red 
ac- 
the 

be 
be- 

air 
la 
re- 

r 
nds 
not 

ly 

ey 
ext 

of 

is 

in 

to 
an- 
il- 
yer 


280 The Accounting Review 


the welfare of the company that this is done— 
as was done here—and in the absence of fraud, 
actual or constructive, their judgment is con- 
trolling. But once having decided to divide the 
profits, duty supplants discretion, and it be- 
comes incumbent upon the directors to dis- 
charge the company’s obligation to pay the 
fixed yearly dividends, and this before any 
dividend shall be set apart or paid on the 
common stock, viz; to holders of cumulative 
dividend shares, all arrearages; to holders of 
non-cumulative dividend stock, the dividends 
withheld. Otherwise, if the action of the de- 
fendant company were sanctioned, and the 
directors pursued the course they have out- 
lined, the rights of the preferred stockholders 
in the reserve profits could be indefinitely ig- 
nored and altogether subordinated to those 
of the common stock. 


Consequently, the court allowed the divi- 
dend on the non-cumulative preferred 
stock. The statute mentioned (New Jersey 
Compiled Statutes (1910) p. 1608) upon 
which the decision turns has this wording: 


. . . the corporation shall set apart or pay 
the said dividends to the holders of non-cumu- 
lative preferred stock before any dividends 
shall be paid on the common stock. 


This decision was affirmed in (1924) 96 
N.J. Eq. 698, by a unanimous court, but 
without opinion. 

The facts of Day v. United States Cast 
Iron and Foundry Company (1924) 95 
N.J. Eq. 889 are the same as in the Moran 
case except that Day, a non-cumulative 
preferred stockholder, brought action to 
enjoin the payment of a dividend on the 
common stock out of current earnings. The 
court granted the injunction. It was held 
that no dividends could be declared on the 
common shares until the earnings of prior 
years, which might have been declared as 
dividends on the preferred stock, but were 
not so declared, had been distributed as 
dividends on the preferred stock for such 
prior years. The court seems to regard 
these unpaid dividends as funds belonging 
to the preferred stockholders which have 
been borrowed by the corporation. Conse- 
quently, preferred shares which were ex- 
pressly declared by the corporate charter 
to be non-cumulative, were made cumulative 


by the court to the extent of earning up to 
the preferential rate made in years in which 
no dividend had been declared on such 
shares. To carry out the idea of the court, 
a corporation would be compelled to carry 
two separate surplus accounts, one for the 
preferred and one for the common share 
holders. Dividends could not be paid on 
either stock out of the surplus set apart for 
the other. The profits of any year up to the 
non-cumulative dividend payable to the pre- 
ferred for such year, could at no time be 
declared and paid to any class of stock- 
holders but the preferred. Earnings of 
any year in excess of the preferred divi- 
dend requirements for such year could be 
declared and paid only to the common 
shareholders. This decision turns upon the 
same statute as did the Moran case. It 
was affirmed in (1924) 96 N.J. Eq. 736, 
by an evenly divided court (seven to seven), 
but no dissenting opinion was filed. 

In the opinion affirming the Day case, 
(1924) 96 N.J. Eq. 786, Justice White 
gave the following explanation of the dif- 
ference between the two classes of preferred 
stock: 


Generally speaking, the distinction between 
cumulative and non-cumulative preferred 
stock is that dividends upon the former have 
at all times and for all years, past and pres 
ent, until paid, priority in payment over any 
and all unpaid dividends upon the common 
stock, whether the net earnings for any pat 
ticular past or present year were or were not 
sufficient to pay the stipulated cumulative 
dividend upon preferred stock for that year; 
whereas, the like priority of dividends upon 
non-cumulative preferred stock (wholly, or 
partially, as the case may be) is limited to the 
unpaid dividends for those years when such 
net earnings were sufficient (wholly or in cor 
responding part) to pay such dividends. 


The court continued with these words: 


How much capital would have been invested 
in the preferred stock of this corporation if its 
charter had expressly provided that the board 
of directors might, wherever and as long a8 
they might see fit, apply all the net earnings 
to a permanent increase of its capital (which 
increase, of course, would belong to the com- 
mon stockholders on dissolution and w 
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increase only their dividends in the meantime), 
instead of paying dividends to the preferred 
stockholders? Naturally, none at all, and yet 
that is exactly, in effect, what the corporation 
here claims it may do in the absence of such 
a clause and in the face of its charter and 
legislative obligation to pay non-cumulative 
dividends of seven per cent each year when 
earned, and, in the judgment of the board, 
available, to its preferred stockholders. 


It is interesting to note one of the com- 
ments about the Day case in 14 George- 
town Law Journal 109 (1925). The writer 
of a note in that periodical says: 


The case created a vast amount of interest 
in the financial world by reason of the clarity 
and definiteness with which it disposed of an 
extremely important and somewhat compli- 
cated point involving considerations of law, 
accounting, and finance. 

In addition, it seems to have met with gen- 
eral approval, both by the courts and by busi- 
ness; and it cannot be doubted that it is in 
accord with reason and justice. The fact that 
preferred stockholders lack both the remedies 
of creditors, and the control of stockholders 
(in most cases), make it essential that the 
courts accord these investors protection 
against abuses by the controlling interests of 
their companies. 


In Collins v. Portland Electric Power 
Company (1926) 12 F. (2d) 671, the ques- 
tion before the court was whether or not 
dividends upon non-cumulative preferred 
stock were lost if not declared and paid 
within the year in spite of the fact that 
subsequent profits had been earned. The 
court said: 


The provision that dividends shall be non- 
cumulative is not conclusive of the question 
of the rights of preferred stockholders to divi- 
dends out of cumulative earnings. Notwith- 
standing the use of that provision, the applic- 
able statute or by-law or stock certificate may 
have the effect to create a charge upon the 
annual earnings in favor of the preferred 
stockholders. 


In another part of the opinion the court 
made this statement: 


If there comes a time when the shareholder 
is entitled to dividends, it is obvious that none 
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can be rightfully or lawfully declared unless 
it has been earned. But, when conditions im- 
pend that dividends may be declared, it would 
result in an obvious infraction of every sense 
of justice and equity to attempt to defeat the 
right by merely postponing a declaration to a 
subsequent year. The postponing of the divi- 
dends under such circumstances is but a de- 
lay of justice, which ought to be restored at 
the earliest opportunity. 


The court concluded as follows: 


In the light of the authorities, we think 
that . . . where profits are made in a particu- 
lar year, and they are not devoted to some 
corporate purpose, there is no reason why di- 
rectors may not in a subsequent year declare 
dividends and pay them. 


The opinion does not state whether the 
dividend declared to common stockholders 
was voted out of the general surplus profits 
or out of net earnings for the current year. 
The earnings of the current year, however, 
were sufficient to pay the dividend after 
payment to the non-cumulative preferred 
stockholders of their stipulated dividend. 
The court adopted the theory that both 
back and current dividends on the cumula- 
tive stock must be deducted from the net 
earnings for the year, in order to determine 
whether a dividend was earned on the non- 
cumulative preferred stock. In reliance on 
the New Jersey cases (Moran and Day) 
it was held that the preferred stockholders 
had the power to enjoin the payment of 
dividends to the common from current 
earnings after payment of the current pre- 
ferred dividend as long as there remained 
past earnings undistributed to the non- 
cumulative preferred shareholders. Conse- 
quently, the court dismissed a common 
stockholder’s bill to enjoin the directors 
from paying non-cumulative preferred 
dividends out of earnings withheld from 
previous years which had not been devoted 
to corporate purposes. 

In Star Publishing Company v. Ball 
(1922) 192 Ind. 158, the court compelled 
payment of past earnings to the holders 
of non-cumulative stock because the direc- 
tors, dominated by one who controlled all 
the common stock, abused their power. The 
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action was for an accounting and to re- 
quire the declaration of dividends on non- 
cumulative preferred stock for years in 
which earnings were greatly in excess of 
financial requirements and in which com- 
mon stock dividends had been paid. The 
contract provided for: 

& per cent per annum non-cumulative divi- 
dend, when earned and declared out of the 
funds of the company available therefor, and 
no dividends shall be paid upon the common 
stock—until full payment has been made of 
all dividends declared on preferred stock. 


It was shown that dividends could have 
been paid through the period 1911 to 1918 
on the preferred stock without impairing 
solvency, and that common stock dividends 
had been declared in 1917 and 1918, while 
none was declared on the preferred stock. 
The court granted the action for the years 
1917 and 1918 wherein the preference had 
been disregarded and earnings existed in 
sufficient amount, and for the year 1916 
in which earnings appeared so large that 
it seemed an abuse of discretion to with- 
hold a distribution to the preferred. Al- 
though the court expressed a desire to 
order further payments it refrained from 
doing so because it was reluctant to sub- 
stitute court decree extensively for the dis- 
cretion of directors. However, it admitted 
that the preferred had proper grounds to 
prevent any other declaration on common 
stock. 

According to the facts of Barclay v. 
Wabash Railway Company (1928) 28 F. 
(2d) 691, the corporate charter and stock 
provided that preferred stock A was en- 
titled to non-cumulative dividends up to 
five per cent. before dividends were paid on 
any other stock of the corporation. From 
1915 to 1925 sufficient profits were earned 
in each fiscal year (except 1919 and 1920 
for which years the plaintiffs do not claim 
dividends) to pay the five per cent. pre- 
ferred dividend. During this period, the 
directors, in their discretion, withheld 
from earnings $16,000,000 which they 
carried to surplus and which they used 
for additional working capital and other 
corporate purposes. The holders of the 
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non-cumulative preferred stock, having re 
ceived their dividend for the current year, 
seek to enjoin the company from declari 
and paying a dividend to the common stock. 
holders out of current earnings before it 
has paid the preferred dividends which were 
earned in previous years but which have 
not been distributed. In the opinion of the 
court, District Judge Winslow said: 


The plaintiff . . . contends that the holder 
of preferred A stock is entitled to preferential 
dividends as a matter of right under his con- 
tract, and that the words “non-cumulative” 
imply but one condition, namely, that the rail- 
way company shall have net earnings avail- 
able for the preferential dividends for such 
year. I do not understand that to be the rule 
here applicable. If the discretion of the diree- 
tors be exercised within reason, and the profits 
which might otherwise be available for divi- 
dends be used to improve and equip the cor- 
porate property, that discretion, unless limited 
by valid contract, will not be interfered with, 


Judge Winslow also made this statement: 


The contract in the instant case does not, 
in my mind, fetter the sound discretion of the 
directors nor give the preferred stockholders 
a continuing, accumulating obligation or lis 
bility, which must ultimately, at all events, be 
discharged. No absolute right exists to resort 
to earnings of prior years for undeclared divi- 
dends. Any other view in the case would neces- 
sitate utter disregard of the reasonable intent 
and meaning of the non-cumulative provision. 


The bill was dismissed in the District Court 
and the case was appealed to the Circuit 
Court. 

In the higher court the case is cited 
(1929) 30 F. (2d) 260. The opinion gives 
an excellent review of the leading cases on 
the point involved and contains so much 
sound reasoning that I shall give extensive 
quotations from the report. According to 
Circuit Judge Manton: 


A board of directors may deem it unwise to 
declare non-cumulative dividends at the end 
of each year, or at any particular time until 
conditions are favorable for dividend distri- 
butions, But in the meantime the dividend 
credit in favor of the preferred stockholders 
increases to the extent of the earnings for each 
year, and against the dividend credit charges 
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are made to the extent that the preferred 
dividends are declared and paid. 


It is quite evident that the court has adopt- 
ed Berle’s suggested method of protecting 
the rights of the non-cumulative preferred 
stockholders. Judge Manton then proceeds 
with these words : 


It is »./1 that the right to declare and pay 
divider.» to the non-cumulative preferred 
stock vested with the directors, and no longer 
exists, because the earnings of former years, 
which might have been paid to the preferred 
stockholders, have become capital. But where 
there is arbitrary conduct by directors in with- 
holding payment of dividends, relief may be 
had against it in a court of equity. If all the 
stockholders may have relief where dividends 
are arbitrarily withheld, we cannot see why 
non-cumulative stockholders do not possess 
similar equities, where earnings which might 
have been applied to dividends on non-cumu- 
lative preferred stock have been placed in the 
capital account and retained there, and subse- 
quent earnings not needed for capital are to 
be distributed to one class of stockholders or 
other. 

It is manifest that, if directors, in effect 
selected by the common stockholders, be given 
almost unlimited power to retain in the capi- 
tal account earnings which might have been 
voted to non-cumulative preferred stockhold- 
ers, and likewise the power to vote dividends 
to the common stock from earnings in subse- 
quent years, without recognition of any de- 
ferred prior right of the preferred stockhold- 
ers, the common stock really secures priority 
over the preferred stock to the extent of the 
earnings which have been appropriated for 
capital. The power to bring about such a re- 
sult subjects directors to an undesirable temp- 
tation to favor the common stockholders, who 
ordinarily control the corporation, and is not 
required by the terms of the corporation char- 
ter, or by judicial authority. Recognition of 
a deferred credit seems to a majority of the 
court to be based on consideration of good 
public policy, as well as sound equitable prin- 
ciples. 

The failure of the board of directors to de- 
clare preferred A dividends and the appropria- 
tion of the earnings with which they might 
have been paid to increase the working capi- 
tal, and to pay for construction of extensions 
and additions, we hold resulted only in grant- 


ing a dividend credit which, at some postponed 
date, may be paid to preferred A stockholders 
as dividends under the terms of the contract. 
They are still entitled to receive such divi- 
dends, and the board may not pay dividends 
upon junior stocks until after these earned 
dividends of preferred A stock are first paid 
and satisfied. 


In a vigorous dissenting opinion, Circuit 
Judge Learned Hand maintained that the 
case concerns earnings only of the current 
year and not the distribution of accumu- 
lated earnings of prior years and that it 
was proper for the directors to invest the 
profits in extensions and betterments and 
to retain them as working capital. Accord- 
ing to Judge Hand, preferred stockholders 
know that directors may hold profits in 
the business and purchase such stock with 
this idea in mind. 

The prevailing American view of non- 
cumulative preferred stock is that when 
a dividend is passed, the stockholders lose 
all right to it, whether it has actually been 
earned or not. Under this view “non-cumu- 
lative” means the antithesis of “cumula- 
tive.” 

Let us quote a few of the writers sup- 
porting this concept. Coyngton and Ben- 
nett, in their Corporate Procedure (1927), 
pp. 369-370, make this statement: 


If, however, the directors, who have dis- 
cretion as to this, fail to declare the non- 
cumulative preferred dividend in any year, 
even though profits exist from which it might 
be paid, the “passed” dividend does not carry 
over to succeeding years but fails and is lost 
to the holders of the non-cumulative preferred 
stock irrevocably. That is, the profits which 
might have been paid out as dividends to the 
non-cumulative preferred stock inure to the 
benefit of the company at large, and increase 
the security behind the preferred stock and 
in that way benefit its holder; but in every 
other way are lost to the preferred stock and 
become for all practical purposes the property 
of the common stock. 


According to Coyngton in his Corporate 
Organization and Management (1917), 
sec. 69: 


If investors were wise there would be no 


283 
ear, 3 ( 
Trin; 
re it 
were 
have q 
the 
rider 
ntial 
con- 
ive” 
rail- 
vail- 
such 
rule 
rec- 
ofits 
divi- 
cor- 
nited 
vith, 
ent: 
not, 
the 4 
ders 
lia- 
be | 
sort 
divi- 
tent 
sion. 
cuit 
ited 
ives 
3 on 
uch 
sive 
yr to 
e to 
end 
intil 
stri- 
ners 
ach 
ges 


234 


sale for non-cumulative stock, for there is no 
legal way for the holder of such stock to pre- 
vent the directors postponing dividends until 
the common stockholders can share equally 
or even receive more than do the holders of 
preferred stock. 


The 1919 edition of the above-quoted work 
contains this statement on pages 82 and 
88: 


If preferred stock is non-cumulative, a 
passed dividend is lost and is not a charge 
against the company in any way. Usually a 
non-cumulative preferred stock is not a de- 
sirable holding. Its existence is a standing in- 
ducement to the improper passing of divi- 
dends. . . . It is in fact a standing invitation 
to the directors, unless their ethical standards 
are high, to administer the corporate finances 
to the advantage of the common stockholder. 
Profits that might very properly have been 
applied to the preferred dividends are di- 
verted into improvements or developments. 
These redound to the ultimate advantage of 
the company, but meanwhile stand in the way 
of the dividends on the non-cumulative pre- 
ferred stock until the company has reached 
a point where common and preferred stock 
dividends are both possible. The preferred 
stockholder’s dividends for this period are ab- 
solutely lost so far as he is concerned. The 
company has profited at his expense. The di- 
rectors might properly have paid them if they 
would, but decided in favor of the common 
stockholders. 


Professor A. S. Dewing, in his Financial 
Policy of Corporations (1926) p. 62, 
says: 

The former (cumulative) is sold as a high 
grade investment security, and the latter (non- 
cumulative) as a stock but little more assured 
of its dividend than the common stock and 
without the latter’s speculative possibilities. 


A summary of the court decisions sup- 
porting the prevailing view of non-cumula- 
tive preferred stock is now in order. The 
first decision seems to be New York, Lake 
Erie and Western Railroad v. Nickals 
(1886) 119 U.S. 296. According to the 
facts of this case as stated in the report, 
the Erie railroad, in the hands of a re- 
ceiver and in the process of reorganiza- 
tion, issued preferred stock entitling the 
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holders to non-cumulative dividends, ip 
preference to the payment of any dividend 
on the common but dependent upon the 
profits of each particular year as declared 
by the board of directors. At the end of 
a certain year there was a considerable 
profit but the money had been used in 
making necessary improvements. A holder 
of the non-cumulative preferred filed a bill 
in equity to compel the company to paya 
dividend to owners of this class of shares, 
The lower court held that a dividend was 
absolutely secured to the preferred. Upon 
an appeal to the Supreme Court of the 
United States, that body decided that the 
decision of the lower court was based upon 
an erroneous interpretation of both the 
preferred stock agreement and the com- 
pany’s charter. In the opinion of the court, 
Mr. Justice Harlan said: 


The directors of . . . corporations have op- 
portunities not ordinarily possessed by others 
of knowing the resources and condition of the 
property under their control, are in a better 
position than stockholders to determine 
whether, in view of the duties which the cor- 
poration owes to the public, and of all its lia- 
bilities, it will be prudent in any particular 
year to declare a dividend upon stock. While 
their authority in respect to these matters may, 
of course be controlled or modified by the 
company’s charter, and while the power of the 
courts may be invoked for the protection of 
stockholders against bad faith upon the part 
of the directors, we should hesitate to assume 
that either the legislature or the parties in 
tended to deprive the corporation, by its man- 
agers, of the power to protect the interests of 
all, including the public, by using earnings 
when necessary, or when, in good faith, be- 
lieved to be necessary for the preservation or 
improvement of the property entrusted to its 
control. 


The court continued with the following 
statements: 


A declaration of profits, as, in itself, and 
without further action by the directors en 
titling shareholders to dividends, is unknown 
in the law or in the practice of corporations. 
Dividends are “declared” by some formal act 
of the corporation—the question whether there 
are or are not profits being settled entirely by 
the accounts of the company as kept by sub- 
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ordinate officers, not by the mere statement 
of directors as to what appears on its books. 

A different rule would lead to results which 
sound policy would seem to forbid, and which, 
therefore, it is not to be supposed were con- 
templated by the parties. For, if preferred 
stockholders become entitled to dividends upon 
a mere ascertainment of profits for a particu- 
lar year, the duty of the company to maintain 
its tracks and cars in such condition as to 
secommodate the public and provide for the 
safe transportation of passengers and freight 
would be subordinate to their right to payment 
out of the funds remaining on hand after 
meeting current expenses and fixed charges. 
..» We are of the opinion that the . . . pre- 
ferred stockholders . . . are not entitled, of 
right, to dividends, payable out of the net 
profits accruing in any particular year, un- 
less the directors of the company declare, or 
ought to declare, a dividend payable out of 
such profits; and whether 9 dividend should 
be declared in any year is a matter belonging 
in the first instance to the directors to deter- 
mine, with reference to the condition of the 
company’s property and affairs as a whole. 
As the evidence shows that the profits for the 
year... were applied to objects that were 
legitimate and proper, and as the condition 
of the company was not such as to make the 
declaration of a dividend a duty upon the part 
of the directors, we perceive no ground upon 
which the claim of the appellant can be sus- 
tained. 


In brief the court decided that, in the ab- 
sence of any special contract to the con- 
trary, payment of dividends is a matter en- 
tirely within the discretion of the board of 
directors of the corporation and that the 
holders of non-cumulative preferred stock 
have no absolute right to dividends in any 
particular year. 

McLean v. Pittsburg Plate Glass Com- 
pany (1898) 159 Pa. St. 112 is the second 
of this line of decisions. According to the 
facts of this case, the plaintiff, McLean, 
brought a bill to compel the directors of 
the defendant corporation to declare a divi- 
dend on non-cumulative preferred stock 
which by the contract was entitled to twelve 
per cent from net earnings when declared 
by the directors. In 1892 the profits were 
$282,000 and the entire amount was spent 
in the payment of debts acquired in and 
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prior to 1892 and in extensions of the busi- 
ness. In the judgment of the directors it 
was expedient and necessary to apply the 
earnings in these ways so no dividend was 
declared and paid on the non-cumulative 
preferred stock for that year. The lower 
court dismissed the bill and this decision 
was affirmed by the court of appeals. In 
speaking for the latter court, Justice 
Green said: 


As a matter of course, the directors must 
determine not only the amount of all divi- 
dends to be declared, but the circumstances in 
which they will or may declare them. They are 
certainly not entitled to refuse them, either 
arbitrarily, or when, in view of all the con- 
siderations which should properly affect the 
question, they ought to grant them. Their ac- 
tion or refusal to act, is undoubtedly subject 
to review by the courts, but within the regu- 
lated limits of their authority as suggested 
they have exclusive control of the whole mat- 
ter, and their action is binding upon the stock- 
holder. 

The directors are far better able to judge 
what is the best policy, and for the best in- 
terests of all, in determining how far the 
earnings ought to be applied to the reduction 
of indebtedness, rather than to the payment 
of dividends. As a rule it is always a measure 
of sound policy to discharge corporate indebt- 
edness rather than to divide the earnings 
among the shareholders, allowing the indebt- 
edness to remain. The stockholders are almost 
certain to obtain larger advantages and re- 
turns in the future, especially where as here 
the property, works and business were greatly 
enlarged by the expenditures in question. 
There is not the least pretense of any bad 
faith on the part of the directors in making 
the expenditures and withholding the divi- 
dends, and we think the stockholders are 
bound by their action. 


In short, the court thought that it was not 
an abuse of discretion on the part of the 
directors considering the condition of the 
business, to refuse dividends in 1892 to the 
non-cumulative preferred shareholders, so 
it affirmed the decision of the lower court. 

According to the facts of Norwich 
Water Company v. Southern Railway 
(1925) 11 Va. L. Reg. (N.S.) 203 (Law 
and Equity Court of City of Richmond), 
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non-cumulative preferred shareholders 
sought to restrain the payment of any divi- 
dend to junior issues until earnings of prior 
years, amounting to $88 per share, were 
distributed to the preferred. The preferred 
contract provided : 


In each and every fiscal period . . . to receive 
non-cumulative dividends at and up to the 
rate of 5 per cent. per annum in preference 
and priority to payment of any dividend on 
common stock ..., but only from net profits 

. as such shall be fixed and determined by 
the Board of Directors. 


The defense of the corporation was that 
the earnings in question were lost to the 
complaining stockholders when a period 
passed without a dividend declaration. The 
withheld dividends were in the form of fixed 
assets, and the injunction requested in- 
volved the distribution of current earnings. 
According to Judge Crump: 


. where the dividends are made non- 
cumulative, the presumed intention is that the 
unpaid dividends in any one or more years 
were not to accumulate, but, if they were not 
declared and paid as dividends in any one 
year, they were lost to the stockholders. . . . 
Where the dividends are declared to be non- 
cumulative the phrase carries with it the gen- 
eral idea that the dividend, if not declared 
and paid within any one year, although earn- 
ings exist for that year, is lost to the preferred 
stockholders; that is, that non-cumulative 
means that the right to the dividend is meas- 
ured by the action of the board of directors in 
any one year, and the failure to declare the 
dividend in any one year prevents it from 
accumulating as a further charge upon the 
earnings of the company then existing or 
which may be subsequently acquired. 


The court sustained the defense of the cor- 
poration by deciding that holders of non- 
cumulative preferred stock lose their right 
to demand payment of dividends out of 
earnings for years in which the directors 
failed to declare dividends. Although the 
terms of the contract compelled the court 
to deny the claim of the preferred, 
language was used indicating that the same 
conclusion would have been reached on 
other grounds. The court expressly saved 
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the question whether the directors might 
in their discretion declare dividends on the 
stock out of earnings withheld from past 
years. The Supreme Court of Virginia 
denied the case a hearing in November, 
1925. 

Morse v. Boston and Maine Railway 
(1928) 160 N. E. 894 is the next decision 
in point. According to the report of this 
case, Morse, a holder of non-cumulative 
preferred stock in the defendant corpora- 
tion, sought in a suit in equity to have the 
directors ordered to declare dividends on 
her stock. The certificate provided that 
the preferred should be entitled to divi- 
dends of six per cent out of net profits 
after payment or setting aside of an 
amount equal to all accrued and unpaid 
dividends of the prior preference stock and 
the first preferred stock. Morse claimed 
that the corporation had an adequate sur- 
plus for the dividends while the corporation 
insisted that dividends depend upon the 
discretion of the directors. Justice Carroll 
said: 


The rights of a stockholder to a declaration 
of dividends rests in the discretion of the di- 
rectors. This is a general rule applied to both 
preferred and common stockholders. This dis- 
cretion is not absolute, but as long as it is 
fairly exercised the stockholders cannot com- 
plain. . . . If a surplus exists it may in the 
judgment of the directors be applied to divi- 
dends or to improving the corporate property. 
The fact that the dividends are non-cumulative 
does not alter the rule. 

The surplus may in the proper discretion 
of the directors be applied to the care and 
maintenance of the property of the company; 
but even if there were net profits not applied 
to the improvement of the corporate property 
in any particular year, the plaintiff would not 
be entitled as of right to have dividends de- 
clared in that year. 

. . - on principle as well as authority we 
believe the better rule to be that the declara- 
tion of dividends on the non-cumulative pre 
ferred stock is within the sound discretion of 
the directors, taking into account the finances 
of the company, its obligations, its conditions 
and all matters which were for the considers- 
tion of the directors. 

With a bond issue of $40,490,000, first pre- 
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Dividends on Non-Cwmulative Preferred Stock 


ferred stock of $88,817,900, and prior prefer- 
ence stock of $5,872,600, upon which the in- 
terest had to be paid and dividends declared 
before dividends were to be declared on the 
non-cumulative preferred stock, and with the 
surplus shown, considering the past condition 
of the corporation a wise discretion would call 
upon directors to hesitate before declaring 
dividends. 


The lower court dismissed the bill and its 
decision was affirmed by the Supreme Court 
of Massachusetts. 

In Wabash Railway Company v. Bar- 
clay (1929) 280 U.S. 197, the decision 
reversing Barclay v. Wabash Railway 
Company (1929) 80 F. (2d) 260, Mr. 
Justice Holmes delivered the opinion of the 
Supreme Court of the United States and 
said : 


We believe that it has been the common un- 
derstanding of lawyers and business men that 
in the case of non-cumulative stock entitled 
only to a dividend if declared out of annual 
profits, if these profits are justifiably applied 
by the directors to capital improvements and 
no dividend is declared within the year, the 
claim for that year is gone and cannot be as- 
serted at a later date. But recently doubts have 
been raised that seem to have affected the 
minds of the majority below. We suppose the 
ground for doubts is the probability that the 
directors will be tempted to abuse their power, 
in the usual case of a corporation controlled 
by the holders of the common stock. Their in- 
terest would lead them to apply earnings to 
improvement of the capital rather than to make 
voidable payments of dividends which they do 
not share. But whether the remedies available 
in case of such a breach of duty are adequate 
or not, and apart from the fact that the con- 
trol of the Wabash seems to have been in 
Class A, the class to which the plaintiffs be- 
long, the law, as remarked by the dissenting 
Judge below, “‘has long advised them that their 
tights depend upon the judgment of men sub- 
ject to just that possible bias.” 

When a man buys stock instead of bonds 
he takes a greater risk in the business. No one 
suggests that he has a right to dividends if 
there are no net earnings. But the investment 
presupposes that the business is to go on, and 
therefore even if there are net earnings, the 
holder of stock, preferred as well as common, 
is entitled to have a dividend declared only 


237 


out of such part of them as can be applied to 
dividends consistently with a wise administra- 
tion of a going concern. When as was the case 
here, the dividends in each fiscal year were 
declared to be non-cumulative and no net in- 
come could be so applied within the fiscal year 
referred to in the certificate, the right for that 
year was gone. If the right is extended further 
upon some conception of policy, it is enlarged 
beyond the meaning of the contract and the 
common and reasonable understanding of men. 


The court held that when the net profits 
of a corporation out of which a dividend 
might have been declared for the preferred 
stock are justifiably applied by the direc- 
tors to capital improvements, the claim of 
the stock for that year is gone, if by the 
terms of the articles of incorporation and 
the preferred certificate, the dividends are 
not to be cumulative. The fact that there 
are profits in that year out of which divi- 
dends might have been (but were not) de- 
clared does not entitle such stock to a cor- 
respondingly greater preference over other 
stock when the profits of a later date are 
to be divided. However, the court did not 
decide that directors cannot pay dividends 
to holders of non-cumulative preferred 
stock for past years out of profits earned 
during those years nor did it expressly 
sanction distributions to common stock- 
holders out of funds available on account 
of the failure to pay dividends on the pre- 
ferred. This decision effectively puts a 
damper upon the hitherto growing tend- 
ency of the courts to uphold the claims of 
non-cumulative stockholders upon the 
theory of deferred credits. 

The latest decision in point is Joslin v. 
Boston and Maine Railroad (1981) 
274 Mass. 551. According to the report, 
Joslin, the plaintiff, owned shares of non- 
cumulative preferred stock in the defend- 
ant corporation under a contract provid- 
ing that any accumulated surplus or 
undivided profits or other income should 
be available for dividends on this class of 
stock. From 1925 to 1928, although earn- 
ings were sufficient to pay the preferred 
dividends, the directors declared none, but 
appropriated the profits to justifiable 
capital improvements. After 1928 the pre- 
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ferred dividends were duly paid, and, in 
1980 the directors declared a dividend on 
the common stock. The plaintiff brought 
a bill to enjoin the corporation from pay- 
ing any dividend on the common shares un- 
til the preferred dividends from 1925 to 
1928 were declared and paid. Chief Justice 
Ruggs said: 


Accumulated profits or surplus gives to 
stockholders no right to distribution of income 
in the form of dividends until the directors in 
their sound discretion vote to declare a divi- 
dend. This discretion is not absolute. It must 
be exercised in good faith according to law, 
and not in violation of the rights of stock- 
holders. While it must also be exercised with 
reasonable intelligence, the court will not un- 
dertake to review conduct based on honest 
judgment. This rule applies to holders of pre- 
ferred as well as common stock. This rule 
has been followed without deviation for many 
years in this commonwealth. 


The court held that the Wabash v. Bar- 
clay is decisive on the point involved and 
stated that since that decision must be fol- 
lowed by the federal courts, in the interest 
of uniformity, the state should conform to 
it. 


In conclusion it may be said that the 
dividend status of non-cumulative pre 
ferred stock is settled so far as the federal 
courts and the state courts adopting the 
federal view are concerned. If a statute, 
charter, or by-law is to.the effect that a 
dividend is absolutely due upon the happen- 
ing of some specified event, as the earn- 
ing of profits, the directors have no al- 
ternative, but must declare a dividend ac- 
cording to the terms of such statute, char- 
ter, or by-law. In all other cases, when 
there are sufficient profits, the directors 
may exercise their discretion. If they de 
clare dividends out of the current profits, 
the non-cumulative preferred stockholders 
are entitled to a preference for that year 


only. If the directors act in good faith for © 


the best interest of the corporation, they 
may use the earnings of any fiscal period 
for improvements and additions to the busi- 
ness and/or the increase of working capital 
and pass the non-cumulative preferred divi- 
dend which otherwise might have been 
declared and paid. The claim of the pre- 
ferred shareholders to the earnings of that 
year is gone and cannot be asserted at a 
later date. 
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DEPRESSION BALANCE SHEETS AND PRESENT 
DAY VALUES 


W. Hasenack 


HE PRESENT period of deflation 
Ten be a means of testing scien- 

tific opinions regarding the balance 
sheet just as much as a period of inflation. 
This article seeks to determine, whether 
the application of the theory of using the 
market values in balance sheets during the 
present crisis would lead to practical, 
thorough-going results, assuming for the 
purposes of this-discussion that the theory 


_ itself is sound and correct. This question 


is answered negatively, even though pres- 
ent replacement costs are approved as a 
basis of establishing price policies. 

The market yalue idea, which is very im- 
portant for businesses in times of depres- 
sion, should be considered from two view- 
points, depending upon the objectives 
desired, (1) as to the price calculations, 
and (2) as to operating results in the ac- 
counts. In respect of price calculations, 
the correctness of thre ‘theory is recognized 
today by the majority of theoretical econo- 
mists, even by those who consider the ac- 
quisition cost as the only true and real 
cost factor in the’accounting computation 
of operating results. I am of the opinion 
that the correctness of thinking in market 
values for the purpose of price computa- 
tions can be proven with mathematical 
exactness, although this line of thinking 
when practically followed, results in vain 
fictions, which frequently prove to be eco- 
nomically insufficient. 

Assume the following case: Each of two 
merchants, E (defender of the original cost 
theory) and T (defender of the current 
value theory) invest simultaneously a capi- 
tal of 50,000 monetary units in two in- 
dependent businesses of the same kind. As- 
sume further that both competitors invest 
this capital exclusively if goods of 500 
units at a cost price of 100 per unit. At 
the time of purchasing the merchandise the 
expected sales price is 120. The profit or 


write-up based on cost (ignoring all in- 
direct costs) would therefore be 20 per 
cent, which amounts to 16 2/3 per cent 
based on selling price. Assume, now, that 
before either of the merchants has sold any 
of his goods, replacement cost price goes 
down to 70 and the attainable selling price 
declines to 84. The profit percentage based 
on sales remains the same, namely 16 2/8 
per cent. (Profit is 14, which is still 16 2/8 
per cent of sales, and 20 per cent of cost.) 
Both the buying:and selling markets de- 
cline at the same rate without either vary- 
ing from the other in speed or activity. 

In respect of price calculations two pos- 
sibilities arise, based upon two lines of 
reasoning: 

1. Merchant E says to himself: “I have 
spent 100 for each unit of the goods, and 
cannot sell them at 84,” Let us accept 
that conclusion of his and assume that the 
total capital of his business is his own, so 
that he will not be troubled by any repay- 
ments of borrowed capital, interest obiiga- 
tions or other fixed charges. He, therefore, 
decides to meet his own living expenses 
temporarily by partially ‘liquidating his 
private capital and to leave his inventory 
undisturbed until the market has improved 
to that extent at least that the consumer 
will again pay 100. Until that time arrives 
he will not sell, for if he did, he would “suf- 
fer a loss.” Such is the line of reasoning 
followed by the merchant who defends the 
cost price theory—but this-kind of theoriz- 
ing is becoming extinct among practical 
business men. 

2. His competitor T reasons differently. 
He figures that he even has a profit, pro- 
vided he sells the original merchandise at 
a sales price which exceeds the cost of ac- 
quiring a new inventory of equal units. 
(We assume here that such goods are re- 
placed on the day the original inventory 
is sold.) He figures that he has made a 
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profit, at least, when he considers what his 
capital position would have been had he 
not sold his original merchandise. Even 
though he paid 100 per unit for this 
merchandise, he is willing to sell it as soon 
as the market will allow him an adequate 
write up on a 70 per unit cost basis of 
replacement. Such is the line of reasoning 
of the defender of the reproduction cost 
theory. 

If one wishes to determine whose theory 
is correct from a managerial standpoint, 
one must compare the capital status at- 
tained by the two merchants who original- 
ly had the same amount of capital at their 
disposal, but who followed different prin- 
ciples of price calculations, and used dif- 
ferent administrative methods. 

The advocate of the cost price theory 
keeps as an asset the 500 units of merchan- 
dise, the balance sheet value of which 
(being one of original cost instead of re- 
placement cost) has no bearing on this 
question of price calculation. 

The advocate of the reproduction cost 
theory will sell the entire inventory of 500 
units for 84 per unit, provided he does not 
incur selling expenses which are higher than 
14 per unit. He thus recovers 42,000 mone- 
tary units from the sale, and replenishes 
his stock by the same quantity at 70. For 
this new purchase he needs 35,000 mone- 
tary units, and then has a cash or a bank 
balance of 7,000. And so he has exactly 
the same physical quantity of merchandise 
now as has his competitor, and has gained 
an additional asset of liquid funds. 

This is an exact mathematical proof 
that the cost price theorist calculated in- 
correctly and the advocate of the replace- 
ment cost theory calculated correctly. In 
other words, in figuring prices, it is cor- 
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rect to think in terms of quantities or 
physical values, and it is incorrect to think 
in terms of nominal or monetary values. 

The other question, whether both mer- 
chants acted wisely, in investing their 
capital in merchandise that showed a de 
clining trend of prices, is a question that 
lies in an entirely different field. But we 
are not interested here in the absolute cor- 
rectness of the managerial action, since 
such action is always open to question and 
subject to opinion because of the variable 
structure of business organization and 
market changes. We are only interested 
in the relative correctness of such action, 
in the case of merchants E and T. With 
this in mind we can state definitely and 
without any doubt: from the standpoint of 
management and price policy, T, thinking 
in quantities, is right and E, thinking in 
nominal values is wrong. 

But what is right, in price calculations, 
is not practically applicable also to ae- 
counting for operating results. 

Merchant T, doing his calculating in 
units of goods, is of the opinion that he has 
made a total profit of 7,000 monetary units 
(gross profit). He also wishes to express 
this conviction of his in his periodical in- 
come statement. But he faces a dilemma 
when he attempts to close his books, for 
according to bookkeeping practice, he must 
charge his original purchases into his 
profit and loss account at the original high 
cost price, and credit his new inventory 
into profit and loss at the present low 
market value (most recent purchase). 
This follows the traditional theory of book- 
keeping which is based entirely on the cost 
price and does not permit the use of any 
values as cost of sales that deviate from 
outlay cost price. 


1 Prorrr anp Loss—A 


(1) Bought 500@100 
(8) Replaced 500@70 


50,000 
85,000 


(2) Sold 500@84 
(4) Inventory, 500 at recent price 70, 
(5) Loss (50,000—42,000) 


Prorrr ann Loss—B 


(1) Bought 500@100 50,000 
(8) Replaced 500@70 85,000 
(5) Profit (42,000—35,000) 7,000 


(2) Sold 500@84 
(4) Inventory, 500 at original price 


Th 
correc 

desire 

of the 

Schn 

value 

of va 

natur 

cost 

ete., i 

with 

differ 

lays 

absor 

genui 

natu 

to cy 

Bu 

acco 

critic 

work, 

tion ¢ 

need 

accor 

coun 

tered 

repla 

sum 

at th 

poses 

then 

valua 
entri 

well, 

the s 
advai 

tistic 

adeq 

As 

justn 
above 
ments 
methe 
sults 
42,000 sheet 
8,000 for t 

50,000 ay ¢ 
the F 


ss 


Depression Balance Sheets and Present Day Values 


The only possibility of stating profits 
correctly and in complete conformity with 
desired results, consists in the application 
of the principles established by Prof. Fritz 
Schmidt in his determination of capital 
value fluctuations. By means of a system 
of variation accounts of a most varied 
nature (primarily intended to revalue the 
cost of inventory, depreciation, interest, 
ete., in order to bring them into conformity 
with the present reproduction values) all 
differences between the nominal cash out- 
lays and the nominal cash revenues can be 
absorbed as far as they do not represent 
genuine profits or losses, but have the 
nature of capital value fluctuations due 
to cyclical or economic causes. 

But this sort of reorganization of the 

accounting system, as is recognized by most 
critics, would involve considerable extra 
work, because it would require the correc- 
tion of values for each sale. Entries, which 
need to be valued and recorded only once 
according to the present practice of ac- 
counting, will have to be valued and en- 
tered twice, (once at cost and once at the 
replacement value). If one resorts here to 
summary entries, based on special indices 
at the end of the year, or as Schmidt pro- 
poses, at the end of each quarter or month, 
then the systematic unity of the new re- 
valuation idea is lost, and we arrive at 
entries which we could have made just as 
well, if we had manipulated secret reserves, 
the size of which have been determined in 
advance, and computed according to (sta- 
tistical) procedures, so that they will be 
adequate to meet the circumstances. 
_ As we lengthen the interim between ad- 
justments (assuming the plan suggested 
above of making only periodic adjust- 
ments), we discovered that Schmidt’s 
method differs very little in essential re- 
sults from the method of adjusting balance 
sheets by means of indexes as it has been 
developed by Mahlberg and Schmalenbach 
for the period of German inflation. 

The method of making periodical and 
summary adjustments for converting out- 
lay costs into reproduction values as of 
the Balance Sheet date, or of the date of 
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interim statements instead of converting 
them into the many different replacement 
costs as of the days of sale, has one ad- 
vantage (in some ways it may of course 
be considered a disadvantage), namely, all 
adjustments to reproduction values are 
made, to a large degree at least, on one 
date, and therefore all revaluations con- 
form to the dollar value of that date, while 
in the case of individual adjustments, one 
must add together at the end of the year 
values that are unlike, and consider them 
all as being based on one common value 
even though they are in reality not on com- 
mon ground, 

The question, which we are considering 
is this: Has the merchant, in a critical 
period, like the present, really set his bal- 
ance sheet in proper order when he avoids 
showing “fictitious losses”? These “ficti- 
tious losses” are the differences between the 
high cost prices and the low reproduction 
costs on the day of sale. Is it true that re- 
adjustment to a reproduction value basis 
will thereupon show at least a normal 
profit—normal, considering our present 
economic conditions? Would the method of 
adjusting values to a basis of reproduction 
or market values neutralize or offset all of 
the present day causes of losses in their 
effect on the profit and loss account? 

In a recent article Prof. Schmidt states 
that if all of a nation’s economic values 
decline because of a deflation, this decrease 
in general values, being offset by an in- 
crease of the value.of the monetary unit, 
is not.a lost of businesses resulting from 
sales activity. For even if ‘the standard 
of measurement is not fully the same as 
before, nevertheless all constituent parts of 
national income are affected to the same 
degree. The proper procedure for an in- 
dividual as well as for a merchant is to 
charge every change in values of assets to 
personal capital and not to the Profit and 
Loss account. 

In this brief abstract of Schmidt’s 
theory can be seen clearly the underlying 
elements of the so called reproduction valu- 
ation theory of balance sheets. The indi- 
vidual business is but a single cell in the 
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body-total of business; it is necessary to 
maintain harmony between the operations 
of the individual cell and the life of the 
economic body; the preservation of the 
capital of an individual business is related 
to and closely tied up with changes in the 
total volume of production and wealth in 
the economic body; the organic relation- 
ship of the individual business to the eco- 
nomic body is the decisive and final measur- 
ing stick of efficiency and profit of the busi- 
ness. 

A full consideration of the causes of the 
depression would make it clear that the 
sting of the present crisis is in no way de- 
creased by merely applying Schmidt’s 
theory of using reproduction values, or 
Schmalenbach’s and Mahlberg’s method of 
correcting balance-sheet values by the use 
of index numbers to show the present finan- 
cial condition of businesses. The applica- 
tion of Schmidt’s theory would of course 
improve the accounting procedure and the 
preparation of financial statements, and 
would help to clear up the managerial and 
economic condition of businesses when in- 
ventories are high and changes in capital 


structure take place suddenly. The refine. 
ments and implications of the organic 
theory of valuation do afford helpful sug- 
gestions against some of the critical fac- 
tors of the crisis such as purchase of goods 
at times of a high price level, forced sale 
of inventory at times when low prices exist 
in the sales market and in the purchase 
market, decreased depreciation and theo- 
retical interest, poor investments or over 
expansions. For those businesses which con- 
sider prices as the result of cost accumu- 
lations and profit increments, the organic 
theory of current valuations can play an 
important réle in the downward decline of 
prices somewhat like sharp reductions of 
capital values. But it must be emphasized 
that although the reduction of capital or 
the creation of a revaluation account for 
capital furnishes a psychological basis for 
a decline in prices, nevertheless the basic 
idea of marketing economics has been en- 
tirely missed. Therefore it would be all the 
more desirable if the current value theory 
could succeed in setting aside false price 
restrictions of individual businesses and 
concerns. 


] 
ANCE 
his bo« 
lowing 
ments 

Accc 
fy a bs 
dition 
posed 
Many 
favor 
they 
order 
ments 
Mr. 
“pro-! 
mon 
that t 
the ca 
conse! 
years, 
worth 

Th 
of th 
pro-f. 
ance | 
(1 
bette: 
finan 
(2 
more 
publi 
(3 
voral 
nanc 
sente 
conc 
Bi 
agai 
seem 
( 


The Accounting Review 


Ten years 
... PRO-FORMA BAL- ago, Mr. 
ANCE SHEETS... Charles B. 


Couchman, in 
his book, The Balance Sheet, had the fol- 
lowing to say regarding pro-forma state- 
ments (p. 287) : 


Accountants are occasionally asked to certi- 
fy a balance sheet giving expression to a con- 
dition of affairs which will exist after pro- 
posed financing shall have taken place... . 
Many conservative accountants look with dis- 
favor upon those balance sheets, even though 
they may at times consent to prepare them in 
order to meet what seem to be the require- 
ments of the security-selling world. 


Mr. Couchman did not use the adjective 
“pro-forma,” for the word was not in com- 
mon use ten years ago. But he intimated 
that the preparation of the statement was 
the cause of no little embarrassment to the 
conservative accountant. Now, after ten 
years, Mr. Couchman’s statement is well 
worth recalling. 

The reasons generally assigned in favor 
of the presentation in a prospectus of a 
pro-forma balance sheet rather than a bal- 
ance sheet before financing are: 

(1) A prospective investor can secure a 
better picture of the position of the newly- 
financed company. 

(2) A pro-forma balance sheet can be 
more readily compared with subsequently 
published financial statements. 

(3) Conditions previously existing, fa- 
vorable or unfavorable, which the new fi- 
nancing will correct, should not be pre- 
sented to the investor lest he draw wrong 
conclusions. 

But the reasons which may be cited 
against the pro-forma balance sheet would 
seem to be the more potent: 

(1) The average pro-forma balance 
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sheet is essentially misleading. Even where 
it may be assumed that there has been a 
reasonably accurate distribution of the 
proceeds as between working capital and 
other forms of capital, how shall the por- 
tion devoted to working capital be applied 
—to cash in bank or current liabilities or in 
part to both? No respectable forecast can 
be made of the effect on working capital, 
as a comparison in any particular case of 
a pro-forma balance sheet with the actual 
balance sheet a year later will reveal. In 
fact, it is doubtful if in many instances the 
effect on fixed assets can be reasonably de- 
termined. Fabrication of a new product or 
changes in the fabrication of an old prod- 
uct may presumably require an investment 
in certain machinery; but by the time in- 
stallation is under weigh additional equip- 
ment will have been thought of. With extra 
working capital available at the moment 
for these desired purposes the temptation 
to be well-equipped has been known to over- 
come the spending policy as originally out- 
lined. Especially is this true in the reeently 
rehabilitated brewery industry where the 
tendency to expand last week’s planned ca- 
pacity—in view of the imagined windfall 
profits immediately to be earned—has been 
strong indeed. Without a detailed split of 
the proceeds of the issue to be sold, the pro- 
forma balance sheet means nothing; yet 
with the split the truth may not be told. 
Until the financing has been consummated 
and the money has been spent, the account- 
ant is indulging in dangerous and impos- 
sible forecasting. 

Recently a certain corporation was re- 
financed only to find that the funds it had 
raised were insufficient to cover its ex- 
penditures for fixed assets. The result was 
that it was left with an incomplete plant, 
too small a working capital, and anxious 
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creditors. However, the pro-forma balance 
sheet was prepared and certified to by a 
prominent firm of accountants and indi- 
cated a handsome condition of affairs. 

(2) It is the duty of management to 
pledge to prospective investors a program 
of sound financing. But management itself 
should tell the story. A review of a number 
of recent prospectuses reveals that too of- 
ten the responsibility for stating the de- 
tails of the spending program has too ob- 
viously been shifted to the accountant—a 
person seldom qualified to pass on (a) the 
soundness of the plan, (b) the adequacy of 
the proceeds to obtain the results contem- 
plated, and (c) the application of the pro- 
ceeds in accordance with the announced 
plan. Would it not be far better to substi- 
tute for the pro-forma balance sheet a 
commitment by the management in state- 
ment form showing the course of the inves- 
tors’ money from total dollars contributed 
to the ultimate effect of such dollars on the 
balance-sheet accounts? 

(8) Traditionally, the accountant has 
been concerned only with past results. The 
business public, bankers and investors have 
always associated the published statements 
‘of the accountant with reporting on what 
has happened, how things actually stood 
(expressed, of course, in customary lan- 
guage and bearing customary values) at a 
certain date. Is there any real need for 
breaking this tradition? 

(4) Recent agreements of underwriters 
with issuing companies have been in the na- 
ture of options rather than firm contracts. 
Such agreements, on which the newer pro- 
forma balance sheets have been predicated, 
may never be consummated. 

(5) In particular instances it may be 
essential to the understanding of the in- 
vestor to indicate to him the impasse into 
which the management—which may be con- 
tinuing—has let the company drift, or into 
which the company may again be forced 
because of conditions surrounding the 
manufacture or marketing of its product. 

(6) Investors should know the general 
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conditions surrounding the enterprise to 
which they are making contributions. To a 
person not familiar with financial prac- 
tices, it would seem somewhat ridiculous to 
becloud whatever past results might be re 
flected in an actual balance sheet, especially 
if such results have been unfavorable, and 
even more ridiculous to present a balance 
sheet of a company which previously has 
been dormant or non-existent. 

The Federal Securities Act and the 


regulations of the Federal Trade Commis- | 


sion do not mention pro-forma balance 
sheets. The Act does require that the latest 
balance sheet appear in the prospectus and 
the guess is hazarded that this more or less 


automatically will eliminate the pro-forma | 


variation. Furthermore, the Securities De- | 


partment in the State of Illinois is about 
to drop the pro-forma balance sheet from 
its list of required schedules, and other 
Blue-Sky administrations are reported to 
be sympathetic to the idea. 

Let accountants take the lead in en- 


couraging the abandonment of pro-forma | 


balance sheets! 


Promoters and 
managements of 
corporations un- 
der the regula- 
tions of the Federal Trade Commission are 
now required to include in the registration 
statement details of the uses to which the 
proceeds of a proposed issue are to be put.’ 
On the page opposite is a suggestion for 
a statement that should be in harmony 
with the spirit of such regulations. 


(It is assumed that the prospectus dated Sep- 
tember 1, 1983, sets forth the fact that the 
issue referred to below consists of 200,000 
shares of no-par-value common stock) 


... PROVIDING 
A SUBSTITUTE ... 


*Question 27 of the Registration Statement 
(Form Al) required by regulations of the Federal 
Trade Commission calls merely for “a detailed state- 
ment of the specific purposes and the approximate 
amount devoted to each purpose, as far as deter- 
minable, for which the funds . . . are to be used.” 
The language might well have been made much 
more specific inasmuch as the statement must also 
appear in the prospectus. 
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‘ise to The issue here proposed will add to the accounts 
. Tes of the company the following amounts 

prac- Capital Paid-in 
ous to Particulars Assets Stock Surplus 


be re- | Issue of 90,000 shares in full payment for certain 
land and buildings to be acquired from XYZ 


Company— 
e, and Original cost in 1916 to vendor company, less 
alance accrued depreciation of $85,000.00 established 
ly has | for income tax purposes ...............+.20- $105,000.00 
Appreciation thereof by Messrs. Blank, Swift 
d and Blank, Inc., appraisers, as at August 15, 
the 381,000.00 
mmis- 
alance Total cost of reproduction new less accrued 
latest depreciation, of which the amount there- 
of in excess of stated capital of $1.50 per 
1s and share is to be allocated to paid-in sur- 
orma 
»s De- | Proceeds from sale to public of 110,000 shares at 
about $2.50 per share— 
Cash to be received by company and to be ap- 
. from plied as follows— 
ted to Rehabilitation of above plant ............. 34,800.00 
in Total cash to be received, of which the 
forma amount thereof in excess of $1.50 per 
share is to be allocated to paid-in sur- 
8 and | 
:s of | Cash to be retained by Messrs. Parkinson and Jones, 
as underwriters— 
Commission of 20% ..........-.ee0. $55,000.00 
2gula- Reimbursement for engineers’ ap- 
m are | praisal, audit, and other actual ex- 
ration penses of issue ............-cseees 10,200.00 
the 
i put. Totals $695,800.00 $300,000.00 $395,800.00 
nm for 
mony The statement shown is only illustrative. tional contributions from stockholders, it 


It would necessarily vary with the type of might be practicable to include a summary 
1 Se financing contemplated. In a combination of all the contemplated changes beyond the 
at 3 of two companies accompanied by addi- simple adding together of analogous items. 
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CoMMENTS AND QUESTIONS ON THE 
or Ratios 


HE use of a few of the common finan- 
i cial and operating ratios in the 
analysis of financial statements is 
quite clear to both instructor and student. 
In the case of some of the less widely used 
ratios, however, there is frequently some 
doubt in the student’s mind as to the appli- 
cation of the ratio and some questions must 
be raised as to methods of calculation and 
as to the specific use to which the ratio may 
well be put. The following scattered com- 
ments on ratios are intended merely to sug- 
gest a few points for class discussion. 


INVENTORY TURNOVER AND 
INVENTORY MARKDOWNS 


In calculating turnover by the cost 
method it is essential that numerator (cost 
of goods sold) and denominator (average 
inventory) be on the same price level, name- 
ly cost, otherwise a distortion will result. 
The prevailing practice of taking inven- 
tory at cost or market, whichever is lower, 
and deducting this inventory from pur- 
chases at cost causes an error which gives 
a Cost of Goods Sold figure containing 
part of the cost of goods unsold and also 
results in a double distortion of the turn- 
over calculation since it lowers the average 
inventory and raises the cost of goods sold. 
This inventory mark-down is a loss of the 
period, it is true, but it is not part of the 
cost of goods sold but is a loss due to hav- 
ing unsold merchandise on hand at the end 
of the period. This loss is one of the haz- 
ards of carrying an inventory and as such 
is a loss of the period but should not be 
thrown into Cost of Goods Sold and should 
not be allowed to distort turnover calcula- 
tions. To avoid such distortion the follow- 
ing form of trading statement might be 
suggested : 

Sales 


Less Closing Inventory (cost) .... 14,000 
Cost of Goods Sold 


Gross Profit on Sales 
Less Inventory Mark-down 


54,000 
6,000 
1,200 

$ 4,800 


Gross Trading Profit 


RATIO OF SALES TO NET WORTH 


The ratio of sales to net worth or “turn- 
over of owned capital” as it is sometimes 
called, is frequently suggested as a test of 
the efficiency with which the investor’s 
dollar is being used. It is a hybrid ratio, 
however, involving two quite dissimilar 
factors, since it may be high because the 
company is doing a large volume of bus- 
iness with a given total investment of cap- 
ital, or because most of the capital employ- 
ed is borrowed and not supplied by the 
stockholder. Since efficiency of utilization 
of assets is a factor quite independent of 
the borrowing policy of the concern, the 
two had best be measured separately, the 
borrowing policy by the ratio of net worth 
to debt and the efficiency of asset utiliza- 
tion by the ratio of sales to total assets. 

This can be illustrated by the following 
two cases: Company 4 Company B 

$1,200,000 
400,000 
200,000 

Net Worth $ 200,000 

Turnover of Net Worth ... 6x 


The higher turnover of B is partly due 
to greater efficiency in the use of its assets, 
the total asset turnover of B being 8 x and 
of A 2.4.x. The major difference is caused, 
however, by the difference in borrowing 
policies, B having a ratio of net worth to 
debt of only 1 while A has a ratio of 4. 

On the other hand, were an estimate de- 
sired of the ability of each company to earn 
high returns on the stock investment, the 
ratio would afford a good basis of compari- 
son of the two companies since the effect of 
“leverage” in the case of B would be to 
throw to the common stockholder all the 
net earnings on borrowed capital in excess 
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of the bond rate. A net return of three 
cents on each dollar of sales would mean 
for A (assuming a bond rate of 6%) a 
return of 714% on its stock, and for B a 
return of 12%. The ratio is therefore us- 
able for measuring this quality of “lever- 
age” but is not a safe test of efficiency of 
utilization of capital. In the case of a com- 
pany borrowing too high a proportion of 
its capital a high ratio of sales to net worth 
would not indicate any efficiency of opera- 
tion but would merely reflect the insufficien- 
cy of its owned capital. 


SOME TEST QUESTIONS ON RATIO 

The following questions have proved 
quite fruitful of class discussion of ratios 
and have served to bring out the student’s 
grasp of financial and operating relation- 
ships and to point out differences in differ- 
ent types of industry: 

1. Compare the statements of the aver- 
age public utility (electric company) with 
those of an industrial concern (e:g. an 
automobile plant) with respect to the fol- 
lowing factors: Ratio of Net Worth to 
Debt, number of times bond interest is 
earned, Operating Ratio, % of fluctuation 
in gross earnings (sales), % of fluctuation 
of net income, ratio of Net Worth to Fixed 
Assets. 

2. A railroad has an operating ratio of 
62% but has a net operating revenue of 
only 6% on each dollar invested. What 
must be its ratio of Gross Earnings to 
Total Assets? A trading concern has 
three dollars of sales for each dollar invest- 
ed but is making 8% net profit on each 
dollar invested. What is its operating 
ratio? 

8. A trading concern makes four cents 
net profit on each dollar of sales but is 
earning 16% on each share of stock. 
Enumerate the factors which account for 
this difference. 

E. A. Herman 


PREesENTATION OF AN 
AccountTInc ProsBLEeM 


The obstacles confronting a layman 
eager to attain a good understanding of 
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principles of accounting are (1) a limited 
knowledge of applied business practices 
(2) a group of terms, easy of spelling and 
pronunciation, but difficult of comprehen- 
sion (8) a particular mechanism of 
thought, based upon certain phases of 
logic and (4) an unavoidable drawing to- 
gether of the conclusion of a selected ex- 
ample in relation to (a) the probable past 
and future financial history of the business 
unit and (b) questions occasionally arising 
in the minds of industrious and reflective 
students. A helpful suggestion is to present 
occasionally (presented initially only after 
an acquaintance with general structure 
and terms has been made) a carefully se- 
lected problem according to a three-fold 
plan. 

The principal divisions of a plan pro- 
posed consist of (1) a statement of facts 
(2) an accounting interpretation of two 
parts (a) journalized form and (b) T- 
form and (8) observations as may be set 
out in trial-balance form. This plan may 
be guided into practical channels by use of 
three special ¢.ccounting circumstances. 

The three slected cases are: 


A. Case I (emphasizing real accounts) 
A B Company received a shipment from the 
X Company amounting to $1,000, billed prices; 
this total however being subject to a discount 
of two per cent if payment is made within ten 
days. The discount is not taken and a Pur- 
chase-Discount Not Accepted account is used.* 

B. Case II (emphasizing nominal accounts) 
The A B Company purchased on account raw 
material of Brown Company for $2,500, pay- 
ing half in cash 50 days later; the actual ex- 
pense at the end of the period was $2,200 
and the expense per budget was $2,800,7 and 
the finished goods were sold to Ray Smith 
Company for $5,000. 

C. Case III (emphasizing real and nominal 
accounts) 
The supplemental data to be applied to a bal- 
ance sheet given at a later time in this paper 
are (1) Merchandise inventory on hand, 
$42,500; (2) Insurance unexpired, $400; (8) 
Bond interest accrued, $810; (4) Interest ac- 


? Example taken from Paton, Accounting, page 
1 


51. 
* Data suggested in Gillespie’s Introductory Cost 
Accounting, page 196. 
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crued receivable, $120; (5) Semi-annual de- 
preciation of equipment, $1,000; (6) Credit 
sales determined uncollectible, $1, 900; (7) 
General supplies on hand, $820; (8) Rent un- 
expired, $200; (9) Monthly telephone bill un- 

aid, $9; (10) Estimated accrued taxes, 
$1,000; (11) The cost accountant reports that 
the difference between standard costs and ac- 
tual costs is an increase of $100 in expenses; 
(12) Serial Bonds A (retired) acknowledged 
with note for $1,000. 


The remaining steps in the presentation 
of a problem—in addition to the statement 
of facts—are the accounting interpreta- 
tion and general observations. In view of 
the facts that the financial dimensions of a 
business, conventionally designated as 
debits and credits, are subject to expansions 
for, at least, analytical purposes, and also 
that a breaking up of the elements of the 
functions of debit and credit will promote 
clearness, the accounting equation diagram 
at the bottom of the page is suggested.* 

Returning to the principal trend of a 
three-fold presentation of an accounting 
problem, attention is given to extensions of 
the facts set out in the three previously 
stated cases. These extensions are: 

Case I. 
a. Accounting interpretation : 
1. Journalized form: 


Merchandise.......... 980 (1) 
Purchase Discount 
Available........... 20 (1) 
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X-Company........ 1,000 (1) 
(Payment—Discount 
Not Accepted) 
X-Company........ 1,000 (2) 
Purchase Discount 
Not Accepted 20 
1, 000 (2) 
Purchase Discount 
Available........ 20 (2) 
X-Company Purchase Discounts 
Available 
(2) 1, 100,00 000(1) (1) 20 | 20 (2) 
Purchase Discount Not 
Accepted 
= 1,000 (2) (1) 20 | 
#2 
b. General observations: 
1. Accounts balanced out: 
X-Company 
Purchase Discount Available 
2. Remaining items presented in trial balance 
form 
Merchandise.......... 980 
Purchase Discount Not 
20 
1,000 


(Real accounts identified by symbols used in account- 
ing equation diagram; namely, #1, #2, #3, and #4.) 
Case II. 

a. Accounting interpretation : 

1. Journalized form: 


Assets equal Proprietorship plus Liabilities and their sum is zero. 


(REAL ACCOUNTS) 


Addition 
Increase Decrease 
Plus Minus 
fl #2 


*The general structure of this diagram is sug- 
gested in Kohler and Morrison’s Principles of Ac- 
counting, Page 26. 


Subtraction 


Increase Decrease 
Plus 


#8 #4 
(NOMINAL ACCOUNTS) 


(See footnote) 


Ne 
acco 
tion 
be re 
Increase | Decrease od 
Increase Decrease Increase Decrease Ac 
Plus Minus Plus Minus ” 
#3A #5 #6 #4A 
of a 
In 
tion 


00 (1) 


alance 


count- 
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Materials............ 2%,500(1) b. General Observations: 
Brown Company... . 2,500 (1) 1. Accounts balanced out: 
Brown Company...... 1, 250 (2) 1. Materials 
1,250 (2) 2. Expense 
Expenee............. 2, 200 (3) 3. Applied Expense 
Wages Acc.......... 2, 200 (3) 4. Variation from Standard Costs 
Applied Expense... 100 (4) 5. Finished Goods 
Variation from Standard 100 (4) £. nmin items presented in trial balance 
Cost of Sales.......... 4,800 (5) Cash 3.750 
Materials... ... 2, 500 (5) 1,250 
Expense Bees 2, 200 (5) Wages Accrued Payable 2,200 
Applied Expense... ... 100 (5) LossandGain......... 100 
5, 000 (6) Proprietorship. ....... 200 
Gales....... 5, 000 (6) 8,750 3,750 
Variation....... 100 (7) (Nominal accounts are identified by symbols #3A, 
Lossand Gain....... 100(7) #4A, #5, and #6.) 
¢. T-form: 
Materials Brown Company Expense 
(1) 2,600 2,500 (5) (2) 1,250 2,500 (1) (8) 2,200 2,200 (5) 
1,250 #3A #5 
1,250 
Wages Acc. Payable Applied Expense Variation from Standard Cost 
2,200 (3) (4) 100 100 (5) (7) 100 100 (4) 
#8A #5 #5 #6 
(See Footnote) 
Cost of Sales Cash Sales 
(5) 4,800 4,800 (6) 5,000 1,250 (2) 5,000 5,000 (6) 
#6 #4A 8,750 #6 4A 
750 
Loss and Gain Proprietorship Expense and Revenue 
100 (7) 200 4,800 5,000—Sales 
(Cost of sales) 
Net revenue— 200 
5,000 5,000 


Note: An understanding of the functions of this 
account which is an acceptable example to explain fune- 
tions #5 and #6 of the accounting equation diagram can 
be readily obtained by carefully noting the purpose of 
the Variations-from-Standard Costs account. The 
Variation-from-Standard Costs account influences (a) 
Actual Expense and (b) the Budgetary figure; the Actual 
Expense element being on the left-hand side of a pri- 
mary increase and the budgetary figure (of the nature 
of a reserve for contingency) on the right-hand side. 
In the case given the actual expense is $100 less than 
expense per budget. The right-hand side of the Varia- 
tion-from-Standard Costs account may be extended to 
denote an opposing tendency, which obviously amounts 
to a decrease. The entries made above are increase Ap- 


plied Expense and decrease Variation-from-Standard 
Costs. The extension of the account is: 


Variation from Standard Costs 


Actual Expense Budget 
Increase Decrease Increase Decrease 
$100 


(Note that in the journalized entries of the problem 
given—the conventional practice—the above decrease 
of $100 is recorded on the right-hand side of the ac- 
count.) 
In the journalized entries of increase Variation from 
Standard Costs $100 and decrease Loss and Gain $100, 
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Case IIT 
a. Accounting interpretation: Supplies. 1,180 (7) 
1. Journalized form: Rent Prepaid.......... 200 (8) 

Merchandise Inventory Ae 200 (8) 
(expense)........... 16, 000 (1) Telephone............. 9 (9) 
Merchandise Inventory 16,000 (1) Telephone........... 9 (9) 

Insurance Unexpired.... 400 (2 Accrued Taxes......... 1,000 (10) 
Insurance........... 400 (2) Accrued Taxes... .... 1, 000 (10) 

Bond Interest Payable... 810 (8) Applied Expense... .... 100 (11) 

Bond Interest Payable. 810 (3) Variation from Standard 100 (11) 

Interest Receivable... . . 12 0(4) Variation from Standard. 100 (11a) 
Accrued Interest. . . . . 120 (4) Lossand gain........ 100 (11a) 

Depreciation—Equip- Bonds—Series A... ... 1,000 (12) 
1, 000 (5) Notes Payable... .... 1,000 (12) 
Reserve—Deprecia- 

tion Equipment. ... . 1, 000 (6) - T-form: 

Allowance—Doubtful Ac- With a view to expanding the divisions of the 
1,900 (6) accounting equation, the T-form interpreta- 
Reserve—Doubtful Ac- tion is offered in the following adjusted-entries 

1, 900 (6) section of a work sheet. 
Adjusted 
Trial Balance ADJUSTING ENTRIES Trial Balance 
De- 
Increase} crease Debit Credit Increase | Decrease 
Increase Decrease 
Real | Nominal Real Nominal Real 
#1 $A-3-6 #2 #4 

Mdse Inven- 

tory 58,500 (1) 16000 42,500 
Purchases $7,000 $7,000 

(#2) 

Insurance 1,000 (2) 400 600 
Bond Interest 

—Payable (3) 810 810 
Interest 

Receivable 4) 120 |. 120 
Reserve—Dep. (#4) 

Equipment — 

(5) 1,000 1,000 

Reserve— 

Doubtful 

Accounts 200 (6) 1,900 2,100 
Supplies 1,500 (7) 1,180 320 
a similar trend of reason is applicable. A conclusion to Hence, a proposed journalized statement for the differ 
be drawn is the apparent discrepancy between the ence in expense is: 
philosphy of this account and the conventional method , 
of recording entries. An agreement may be established Applied Expense ete pescccsonene 100 #8A 
by accepting the accounting-equation diagram and Variation from Standard Costs, 
treating the variation in the given problemasafSentry. | Actual Expenseelement....... 100 #5 
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Rent 1,200 (8) 200 1,000 
Telephone 74 (9) 9 83s 
(3#) 
Bonds-Series A 5,000 (12) 1,000 4,000 
Notes Payable (12) 1,000 1,000 
Expense-Rev- 22,819 
enue 
Accrued Inter- (#4A) 
est Receiv- 
able (4) 120 
Mdse Inven- 
tory (1)16,000 
Bond Interest 
Payable (8) 810 
Depreciation— 
Equipment (5) 1,000 
Allowance— 
Doubtful 
Accounts (6) 1,900 
Supplies (7) 1,180 
Accrued Taxes (10) 1,000 
Applied (#8A) 
(11) 100 
Variation from (#5) (#6) 
Sunteed (1) (11a) 100 (11) 100 
Loss and Gain (lla) 100 
Sundry Assets (#1) 
Insurance Un- —— 
expired 400 400 
Rent Prepaid is) 200 200 
Sundry Liabil- 
ilies 
Accrued Taxes (10) 1000 1,000 
Telephone (9) 9 9 
Totals 720 22,099 17,780 $20 4,719 
720 320 
17,780 
Grand Tetals 22,819 22,819 


(1) Conventional Journalizing followed. 
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b. General Observation : 


The principal observation of the foregoing 
segregation of real and nominal accounts in the 
adjusting entry section of the work sheet is (1) 
that the individual character of each entry sug- 
gests its place in the remaining components of 
the work sheet and (2) the profit-and-loss and 
balance-sheet conclusions can be obtained as 
only sheer mechanical operations. 

(Real and nominal accounts are identified by #1, 
#2, #3, #4, #3A, #4A, #5, and #6.) 


Further consideration of the above men- 
tioned three-fold presentation of an ac- 
counting problem may depend upon its use- 
fulness as a teaching device in (a) bringing 
together in concise form certain implied 
facts and business and accounting relation- 
ships and (b) offering a unique method of 
reviewing in a progressive manner basal 
principles and materials which form the 
essence of instruction. 


D. J. PrrcHer 


Stratus or PartNer’s Loan Accounts 
in ParRtTNERSHIP DissOLUTION 


It may seem that the status of partners’ 
loans in case of dissolution is definitely 
determined by the following provision of 
the Uniform Partnership Act: “Liabilities 
shall rank in order of payment as follows: 
(1) Those owing to creditors other than 
partners, (2) those owing to partners 
other than for capital and profits, (3) 
those owing to partners in respect of 
capital, (4) those owing to partners in re- 
spect of profits.” Clearly, it was the inten- 
tion of the lawmakers, in this provision, 
to give partners’ loans a claim ahead of 
capital. We shall see, however, that the 
practical application of this provision, due 
to the effect of other related legal provi- 
sions, leads to a different result. 

First, let us note the procedure in the 
settlement of capital accounts, and see how 
the priority of partners’ loans is thereby 
affected. As we know, a reduction in capi- 
tal, i.e. a loss, is shared by the partners in 
their profit and loss ratio. And, if, in the 
final settlement, such a loss leaves a part- 
ner’s account with a debit balance, it is up 
to that partner to make good the amount 
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of such balance. Only, then, can the amount 
in the capital accounts of the other part- 
ners be taken care of. That is, personal 
funds will be drawn upon, to make good 
the claim of partners for contributions of 
capital, if necessary. The capital accounts, 
therefore, in a sense, are guaranteed by the 
partners as individuals. 

Now, partners’ loans may be regarded 
as personal funds which are being used in 
the partnership. But, we have just noted 
that personal funds will be drawn upon, to 
make up deficiencies in capital. With re- 
spect to this question of priority, there is, 
therefore, in a sense, a circle with partners’ 
loans ahead of capital and capital ahead 
of partners’ loans: both follow and precede 
the other. In other words, the effect of the 
stipulated priority of partners’ loans is 
apparently cancelled by the guaranteed 
status of the capital accounts. 

The nullification of this priority provi- 
sion may be more evident with a study of 
the results under various conditions. If the 
partnership has sufficient resources to pay 
the partners’ loans and capital in full, then, 
of course, there need be no question of 
priority. Since all obligations are paid, 
provisions of priority, obviously, have no 
application. Let us assume, however, 
smaller amount available—not sufficient to 
pay the loan and capital accounts in full, 
but enough to take care of the partners’ 
loans and part of the capital. There is then 
a loss; and, whether a partner’s share of 
the loss, in this case, be deducted from his 
capital or his loan account, would make no 
difference. The loan account, evidently, 
may be considered as paid in full, and the 
capital, as standing the loss; or the loss 
may be applied to the loan account, and 
the capital be given a preferred rating. 
Again, the provision of priority has no 
effect. 

Let us now suppose the loss is so large 
that the capital account is left with a debit 
balance. The partnership then owes the 
partner and the loan account and he, im 
turn, owes the partnership the amount of 
the debit balance in his capital. One ob 
ligation should be cancelled against the 
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other, leaving only the net result, whether 

yable or receivable, to be settled. This 
right of “set-off” applies specifically here, 
gg well as in other cases of combined debtor 
and creditor relationship. “. . . debts due 
from one of the partners to the firm... 
should be deducted from the portion coming 
to such partner after a balance has been 
struck.”* “Claims against a partner held 
by the firm should be charged against him 
on final settlement and claims by a partner 

inst the firm on firm transactions should 
be credited to him.”* “Claims between part- 
ners and the firm should be included in a 
final accounting. Upon a final accounting 
and settlement of firm affairs, valid claims 
by any partner against the firm upon firm 
transactions are to be credited to him.” 
Since a debit balance in the capital account 
ean be set off against a loan due the part- 
ner, the loan and the capital accounts may 
as well be handled as one claim, by adding 
the two together before the loss is deducted. 
Or, the loss may also be first applied to 
the loan account and then to the capital 
instead of the reverse or usual order. No 
matter, therefore, whether the amount 
realized in partnership dissolution is large 
or small, the partners’ loans and capital are 
on an equal basis in their claim on the assets 
of the firm. 

A partner’s loan and his capital may, 
then, in case of dissolution, be added to- 
gether and handled as a single claim. The 
same net result will be had as if they are 
calculated separately. In fact, not only 
loans and capital, but all claims of a part- 
ner against the partnership or of the part- 
nership against this partner, at the time 
of dissolution, may as well be entered to 
the same account, whether the claim be for 
loans, capital, interest, wages, with- 
drawals, or whatnot. 

To illustrate that loans and capital have 
an equal claim on the assets, three situa- 
tions will be examined: first, one in which 
the partner, with money due on a loan, 
also has a final credit balance in his capital, 


720 R.C.L., p. 1020. 
* Rowley, Modern Law on Partnership, p. 995. 
*47 Corpus Juris, p. 1164. 
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and, therefore, receives money on both; 
second, one in which this partner has a final 
debit balance in his capital; and, third, 
one in which the funds are even insufficient 
to pay off the outside creditors. It will be 
seen, in each case, that the amount due the 
partner is the same whether the loan is 
regarded as a loan or as a contribution of 
capital. 
CASE NO. 1 


In all three cases the following balance 
sheet will be assumed. The variations will 
be in the amount realized. 


Assets ...... $50,000.00 Liabilities . ..$20,000.00 

A, Capital 5,000.00 

B, Capital 7,000.00 

C, Capital ... 8,000.00 

$50,000.00 $50,000.00 


Profits and losses are shared equally. 

The firm realizes $38,000 cash, in dis- 
posing of the property. 

After charging the $12,000 loss equally 
to each partner, there remains in their 
capital accounts: A, $1,000; B, $3,000; 
and C, $4,000. 

The cash, therefore, would be distributed 


as follows: 


$38,000.00 


Suppose, instead of being regarded 
separately, A’s loan had been added to his 
capital. “A” would then have $15,000 in 
his capital before it is charged with his 
share of the loss, and $11,000 after such 
deduction. He would, therefore, receive 
$11,000 as a return of capital, or the same 
as calculated previously. 


CASE NO. 2 


Assume that only $30,000 is realized, 
barely enough to pay the debts of the part- 
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nership. Such would be the disposition of 
this cash if partners’ loans really had a 
claim that ranked ahead of the capital 
accounts. We shall see, however, that they 
are treated alike. 

With only $30,000 realized, there is a 
loss of $20,000. Charging one-third of this 
to each partner, “A” would have a debit 
balance in his capital account of 
$1,666.66 ; “B” and “C”, credit balances of 
$333.33 and $1,333.38, respectively. They 
would, therefore, share the cash as follows: 


Due from A ......... 1,666.66 8,383.33 

$30,000.00 


Let us proceed now as in Case No. l, 
adding the loan to the capital. Then, deduct 
one-third of the loss ($6,666.66) from the 
combined account ($15,000), and we get 
the same net result as above, where the loan 
account was kept separate. 
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CASE No. 8 


Suppose only $14,000 is realized on the 
assets. With the loss of $86,000 charged 
against the capital accounts, they will all 
have debit balances: A’s, $7,000; B's, 
$5,000 and C’s, $4,000. “B” and “C” 
should, therefore, contribute $5,000 and 
$4,000, respectively. A’s debit balance will 
be a proper set-off to his loan account. The 
settlement may be scheduled as follows: 

Source of cash: 


$14,000 
5,000 
Payments: 
Due fromA...... 7,000 8,000 $28,000 


If, again in this case, A’s capital had 
been considered to be $15,000, combining 
the loan and capital account, then, A would 
have a credit balance in his capital of 
$3,000, and receive the same amount, by 
this calculation, as in the above schedule. 
Reve. I. Lunp 
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The Modern Corporation and Private Property. 
Adolf A. Berle, Jr., and Gardiner C. Means. 
(New York: The Macmillan Company, 1988. 
Pp. xiii, 396. $3.75.) 

This book, which should be read by all account- 
ants, has succeeded in focusing attention on the 
revolutionary changes which are taking place in 
the modern corporation and private property. 
Those who have been students of these subjects 
during the past few years will probably find a 
moderate ammount of really new material added to 
their stock, but they will have clearer concepts of 
what is going on. The theme of the book is that 
the owners of modern business are not in control 
of it. Attention is directed to the results and 
implications of this divorce and an attempt is made 
to visualize possible future developments. 

“The rise of the modern corporation has 
brought a concentration of economic power which 
can compete on equal terms with the modern state- 
economic power versus political power, each strong 
in its own field. The state seeks in some aspects 
to regulate the corporation while the corporation, 
steadily becoming more powerful, makes every ef- 
fort to avoid such regulation. Where its own in- 
terests are concerned, it even attempts to dominate 
the state. The future may see the economic or- 
ganism, now typified by the corporation, not only 
on an equal plane with the state, but possibly even 
superseding it as the dominant form of social or- 
ganization. The law of corporations, accordingly, 
might well be considered as a potential constitu- 
tional law for the new economic state, while busi- 
ness practice is increasingly assuming the aspect 
of economic statesmanship.” 

The volume is divided into four books. In 
Book I we deal with Property in Flux: Separation 
of the Attributes of Ownership under the Corpor- 
ate System. The divisions are: 


Chapter I. Property in Transition 

Il. The Appearance of the Corporate 
System 

III. The Concentration of Economie Power 

IV. The Dispersion of Stock Ownership 

V. The Evolution of Control 

VI. The Divergence of Interest between 
Ownership and Control 


Book II deals with Regrouping of Rights: 
Relative Legal Position of Ownership and Control 
in eight parts: 


Chapter I. Evolution of the Modern Corporate 
Structure 

II. Power over Participations Accruing to 
Shares of Stock 

III. Power over Routing of Earnings as 
between Shares of Stock 

IV. Power to Alter the Original Contract 
Rights of Security Holders 


V. The Legal Position of Management 
VI. The Legal Position of “Control” 
VII. Corporate Powers as Powers in Trust 
VIII. The Resultant Position of the Stock- 
holder 


In Book III attention is given to Property in 
the Stock Markets: Security Exchanges as Ap- 
praisers and Liquidators, with chapters entitled 
(1) The Function of the Public Market, (2) Flota- 
tion and Bankers’ Disclosure, (8) Disclosure by 
the Corporation to the Market, and (4) Manage- 
ment in the Market. 

The final division on Reorientation of Enter- 
prise: Effects of the Corporate System on Funda- 
mental Economic Concepts deals with (1) The 
Traditional Logic of Property, (2) The Traditional 
Logie of Profits, (8) The Inadequacy of Tradi- 
tional Theory, and (4) The New Concept of the 
Corporation. 

ArgrHur W. Hanson 
Harvard Graduate 
School of Business Ad- 
ministration 


Operating Results of Department and Specialty 
Stores in 1982, Carl N. Schmalz (Boston: Har- 
vard University, Graduate School of Business 
Administration, Bureau of Business Research, 
1988, pp. vi, 57. $8.50.) 

The operating results of department and spe- 
cialty stores in 1982 is a continuation of the annual 
department store studies by the Bureau of Busi- 
ness Research of the Harvard School of Business 
Administration. Needless to say, department stores 
of all sizes suffered severe losses from operations 
in 1982. These losses largely occurred from a 
relative increase in expense over preceding years. 
The increase in expense, in turn, may be largely 
traced to a decline in the volume of sales. 

The usual tables of operating results are 
slightly more complete this year than in previous 
years. The Bulletin has been simplified by having 
each table followed by comments that bring out 
the pertinent facts disclosed by the table. 

Two new sections have been added that will 
warm the hearts of many controllers and store 
owners. One section analyzes the total tax burden 
of department and specialty stores which was 1.85 
per cent of sales of 1932. Total taxes are sub- 
divided into taxes on real estate, taxes on mer- 
chandise, fixtures and equipment, and other taxes. 

The other section gives in detail the operating 
expenses by natural and functional divisions. The 
expense items with a few necessary modifications 
are the items in the more detailed classi- 
fication recommended by the Controllers’ Congress 
of the National Retail Dry Goods Association. 
These tables of expense give detailed standards 
that hitherto have not been available to many de- 
partment store managers. Delivery costs may be 
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used to illustrate the detail with which expenses 
are analyzed. Delivery cost is subdivided into pay- 
roll, tax, interest on equipment, supplies, repair, 
insurance, and depreciation costs. 

Besides the problem of appraising correctly the 
forces which have been brought into play primarily 
by the depression Professor Schmalz finds as a 
second major problem of department stores the 
question of why store expenses have shown an 
upward trend since 1925. “It appears safe to say” 
he states, “that the forces operating prior to 1929 
and producing slight year-to-year declines in prof- 
its have never been properly isolated or under- 
stood.” He suggests, however, that the slow price 
decline prior to 1929 might have played a subtle 
but important part in increasing store expense. 

From the standpoint of immediate value to de- 
partment and specialty store executives the present 
Bulletin may be ranked among the best of the 
Bureau studies in this field. The new detailed 
factual material clearly and concisely answers 
questions with which Bureaus have frequently been 
queried in the past. On the other hand, the Bulle- 
tin, like those in previous years, makes no attempt 
to suggest specifically how stores may operate 
more successfully. 

Enear H. Gavurr 

University of Michigan 


Expenses and Profits of Department Store Chains 
and Department Store Ownerships Groups in 
1981. Malcolm P. McNair (Boston: Harvard 
University, Graduate School of Business Ad- 
ministration, Bureau of Business Research, 
1983, pp. vi, 33. $2.50.) 

With this Bulletin Professor McNair removes 
from the speculative field the questions pertaining 
to the expenses and margins of department store 
chains and department store ownership groups. 
The department store chains, of which Sears, Roe- 
buck Class A stores are an example, employ the 
same general methods of management as the larger 
variety chains. The department store ownership 
groups which include such groups of stores as are 
operated by Gimbel Brothers, Inc., and the May 
Department Stores Company have to quite an ex- 
tent decentralized management and each store 
operates very much as an independent department 
store. 

Professor McNair epigrammatically differenti- 
ates between the two types of stores when he states 
that department store chains are chains but not 
department stores and that ownership groups are 
department stores but not chains. Since depart- 
ment store groups vary in the degree of central- 
ized and decentralized management employed in 
their operations it appears to the reviewer as a 
difficult task to determine in all cases whether a 
given group of stores should be classified as a 
department store chain or an ownership group. 
Even the Sears, Roebuck Class A stores have quite 
a few managerial characteristics that could cause 
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them to be included in a department store owner. 
ship group. On the other hand many of the owner. 
ship groups are continually seeking the economies 
of a highly centralized management. Consequently 
on a classification based on methods of 

ment many groups of stores would be in a middle. 
ground between the department store chain and 
the department store ownership group. 

The operations of the department store chaing 
are characterized by relatively low margin and 
expense. In 1981, gross margin was 24.66 per cent 
and total expense including interest on capital 
owned of 2.27 per cent was 27.97 per cent. On the 
other hand the department store ownership groups 
with a gross margin of 38.87 per cent, including 
an interest charge on owned capital, and a total 
expense of 36.90 per cent have a margin and total 
expense quite similar to the independent depart- 
ment store. 

The Bulletin gives the operating results for 1929 
and 1931 for both the chains and the ownership 
groups. Both have had severe reverses during the 
past three years. Neither, on the basis of net 
profit, has established its superiority over other 
types of competing retail stores. The Bulletin is 
replete with comparisons of operating results 
among department store chains, ownership groups, 
variety chains and independent department stores. 
These figures enable one to compare in detail the 
relative expenses and margins for the various 
groups. Such comparisons lead to two general 
conclusions. Department store chains, by and 
large, have not operated as successfully as variety 
chains, Department store ownership groups do not 


exhibit any advantages over independent depart- 


ment stores, the balance, if anything, being slightly 
in the other direction. 
H. 
University of Michigan 


Bankers’ Gold. Edgar L. Smith. (New York: 
Simon and Schuster, 1933. Pp. 154. $1.50.) 
“Bankers’ Gold” is written in the form of a 

series of imaginary conversations between an eco 
nomist, a banker and the author who poses as an 
interested observer. These gentlemen gather before 
the author’s fireside and discuss the ills of our 
country. The economist, “because of long-friend- 
ship” lays aside the “jargon and statistics of his 
trade” and instructs the banker and Mr. Smith in 
affairs of finance and economics, while the obliging 
banker sets up straw men for the economist to 
knock down. 

Considering the subject of the first part of the 
book, the style (reminiscent of 17th century dia- 
logues) is not inappropriate since the economist is 
prevailed upon to describe the origin of banking. 
This he does in the usual way by describing the 
rise of the London Goldsmiths. Following this the 
economist introduces the banker and Mr. Smith to 
some examples of speculation of previous years 
namely, the speculations in tulips in Holland in 
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the. 16th century and John Law’s experiment in 
France in the 18th century. This really introduces 
the main point in the book—speculation and the 
mis-use of credit. 

The following statement, taken from the pref- 
ace, expresses in a few words the attitude taken 
by the writer in this book towards banking and 
speculation: “Banking is essential to our progress, 
and can serve us well if it keeps a single eye upon 
its opportunity to meet the valid needs of industry 
and commerce, while fostering speculation only to 
the point where speculation is essentially construc- 
tive.” 

A number of subjects are touched upon in the 
conversational style affected, but always the dis- 
cussions lead back to the central point—credit, its 
we and control. The weak point in our credit 
structure the writer considers to be brokers’ loans 
and his whole attack is vitiated by a confusion of 
thought regarding brokers’ loans. The matter of 
velocity of credit is entirely omitted while at times 
the writer appears to commit the too-common error 
of speaking of credit as if a fixed volume of credit 
existed and whatever is taken out in the form of 
brokers’ loans lessens the amount remaining for 
industry and commerce. Excessive speculation is 
seen as always accompanied by the use of credits 
“which have not been appraised by any sound 
banking standards.” 

A further evil is seen arising from the use of 
brokers’ loans, one which would seem to more or 
less off-set the first objection mentioned, namely, 
the fact that an increase in brokers’ loans reduces 
the credit available for industry and commerce. 
This evil the author believes arises through the 
liquidation of stock profits. As this point is set up 
in the book, “A man goes to his broker with 
$10,000 and buys ‘on :nargin’ stock valued at 
$50,000. The seller of the stock, who may have 
bought it for $40,000 at some previous date, re- 
ceives $10,000 profit in money of the realm—a 
bank deposit. With this he may go out and buy a 
motor car, thus increasing the volume and money 
value of general business—increasing earnings, let 
us say of the companies whose stocks were pur- 
chased, increasing total employment, total wages, 
and total ‘savings.’ The quoted prices for these 
stocks then rise, upon the basis of these increased 
earnings.” (p. 106) This reasoning is clearly logi- 
cal if we assume that the seller of the stock is will- 
ing ‘to buy a motor car with his realized profits. 
However, exactly the same chain of events would 
have transpired if the second buyer had used his 
$10,000 to buy a motor car instead of buying stock. 
Also, the fact is neglected that the broker must 
have borrowed the $40,000 and it is quite as con- 
ceivable to imagine that the seller of the stock 
placed his realized profits of $10,000 in a bank 
and the bank loaned it to the broker who financed 
the second purchaser, or some other purchaser as 
it is to imagine that the seller of stock spends his 
profits on consumption goods. There might per- 
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haps be psychological reasons for assuming that 
the seller of the stocks uses his profits to buy 
consumption goods, but no qualification of this 
kind is mentioned. As for the author’s statement 
that “as brokers’ loans and prices rise, this credit 
(brokers’ loans) provides a continuously growing 
volume of purchasing power to the sellers, who 
spend it freely and increase the total sum of 
‘money’ used in general business—” (p. 106). This 
is much too emphatic. It is true that as brokers’ 
loans rise because of funds taken out of the mar- 
ket by sellers being greater than funds put into the 
market directly by buyers, and not because of the 
velocity of credit, the sellers will find themselves 
in possession of funds, but they may or may not 
“spend them freely.” It is rather difficult to gen- 
eralize about this and to say that such sellers will 
do any specific thing with their realized profits. 

The excessive use of credit in speculation is to 
be curbed, as the author suggests, by new bank 
legislation and by restrictions on the creation of 
credit. The new banking system proposed is to 
have one type of banks devoted to commercial 
business, one devoted to savings business and a 
third type handling the flotation of securities. The 
safeguards against the use of excessive credit in 
speculation will be set up by regulating the 
“quality” of credit and this precaution the author 
assumes will in itself take care of the quantity. 
Just how the “quality” is to be regulated is not 
specified. 

There are too many topics touched upon in this 
small volume for any of them to be made very 
clear. The book is dedicated “to the fireside dis- 
cussions of the country,” and the writer has at 
least been successful in capturing the 
disconnected style that very often prevails in such 
conversations. 

F. P. Surra 

Yale University 


Performance of Department Stores: 1982. Edgar 
H. Gault. (Ann Arbor: University of Michigan 
Bureau of Business Research, 1988. Pp. 88. 
$1.00.) 

This study of department store performance 
for 1982 follows similar studies for 1928, 1929, 
1980, and 1981. The figures confirm further the 
popular impression that 19382 was a very difficult 
merchandising year. 

The study is largely statistical; there are 54 
tables altogether. Twelve tables deal with fiscal 
year standards, i.e. performance of the typical de- 
partment store as to percent of net profit earned, 
operating expenses, etc. Comparisons are also 


made with each of the preceding years. The re- 
maining tables, covering departments, and total, 
are interestingly set up. Monthly standards, by 
departments; for six important items are given; 
in addition there is presented a yearly standard for 
each department for a wider range of items, among 
which may be mentioned sales, markdowns, gross 
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margin, direct advertising, net profit, and stock- 
turn. 

Nearly all tables are further subdivided into 
first, second, ard third quartiles of department 
store performance. 

The statistics are supplemented by the explana- 
tions, findings, and conclusions of the Michigan 
Bureau of Business Research. All in all, a depart- 
ment store executive, in comparing his store with 
other stores, should find the figures both interest- 
ing and revealing. In one table for instance, the 
typical store for 1982 is revealed as having 32.7 
per cent of its inventory in merchandise over 
twelve months old, as compared with percentages 
of 25.4 and 27.4 in 1981, and 1980, respectively. 

Statistically the study has important limita- 
tions. It covers but 20 stores in cities (located 
from Iowa to Maine) of 30,000 to 120,000 popula- 
tion. Sales range from $250,000 to $2,700,000 al- 
though the Bureau advises that “most of the stores 
report a volume of approximately $700,000.” Fur- 
ther, although the Bureau points out the common 
character of the units studied, some limitation 
naturally attaches to comparisons made, for in- 
stance, of the jewelry departments of 20 stores, 
where the range of jewelry sales is from $2,069 
to $103,595. 

Some delimitation must therefore attach to all 
of the comparisons made in the study because of 
question as to the adequacy and representative 
character of the data upon which they rest. “Per- 
formance of Department Stores: 1982” while of 
interest in itself, should be of especial interest to 
the executives of the stores embraced in the study. 

Arnotw W. 

West Virginia University 


Analyzing our Industries. C. E. Fraser and G. F. 
Doriot. (New York: McGraw-Hill Book Com- 
pany, Inc., 1932. x, 458 pp.) 


This is a book designed with the object of pro- 
viding investors with a basis for their judgment 
as to the value or otherwise of the securities of 
given companies. It assumes that the achieve- 
ments, and the degree of prosperity enjoyed by any 
one company, will be dependent “at least to some 
extent” upon the industry in which that company 
operates. It is clearly recognized by the authors 
that within any industry superior managerial 
ability will always raise some companies above the 
crowd; and in most of the chapters dealing with 
specific industries other circumstances are pointed 
out which tend to distinguish the successful from 
the unsuccessful individual company. In spite of 
these distinctions within industries, however, the 
authors contend that investments in industries, the 
general trend of which is upward, are much more 
likely to be successful than when the reverse is the 
case. 

In emphasizing this matter the authors refer 
to bicycles and horse carriages as industries which 
25 years ago were necessarily decadent. This ref- 
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erence, however, suggests another point which 
the authors have not overlooked, namely that a} 
though the product may be going out of favor, 
the personnel and capital devoted to its production 
may, if the management is sufficiently. alert, be 
transferred to the manufacture of the newer prod- 
ucts coming into favor. Thus in America and in 
Europe manufacturers both of bicycles and of 
horse carriages have gained notable successes in 
the manufacture of automobiles. The real point 
to be emphasized is the need for flexibility and 
resourcefulness on the part of the management, a 
circumstance frequently alluded to in this book, 

The general plan of the work can be very simply 
indicated. Chapter I is entitled “The Importance 


‘ of Industrial Trends to the Investor and Business 


Executive.”* Chapter II is entitled “Analyzing an 
Industry.” Then come fifteen chapters dealing with 
fifteen leading industries of the United States, fol- 
lowed by a final chapter entitled “The Future of 
Our Industries.” 

The first chapter is concerned mainly with the 
well-known theme of the rapidity and multiplicity 
of changes in the modern industrial world, and 
the need for business men, especially investors, to 
be aware of them. It also points out a number of 
the pet allusions which have trapped the unwary 
investor in the past. Chapter II is a particularly 
interesting one and is full of the most penetrating 
observations concerning conditions which favor or 
handicap an industry at different stages of its 
development. 

Of the chapters which constitute the raison 
d’etre of the book, those dealing with fifteen spe- 
cific industries, it is difficult to speak in general 
terms. Each one is packed with a vast amount of 
information concerning that particular industry. 
The authors have endeavored to avoid purely his- 
torical or descriptive material, and to confine them- 
selves to that which really effects the prosperity 
or otherwise of the industry. It is, therefore, 
natural to find this factual information inter 
spersed with comment, criticism, and opinion, while 
at the end of each chapter is found a brief sum- 
mary of the authors’ views as to the future of 
that industry. In a book published in 1932, it is 
probably natural to find a somewhat general tend- 
ency to say that the recovery of business generally, 
combined with the coordination of production and 
marketing, will once more place the industry on 4 
satisfactory basis. What is more unexpected is to 
read so many expressions and allusions to coopera- 
tion within industries which savor so strongly of 
the National Recovery Act and codes of coopera- 
tion and fair competition. 

Several times the authors refer to their work 
as a beginning or an introductica. It is much to 
be hoped that this will prove to Lc the case in the 


* This is the title in the Table of Contents; In the 
heading of the chapter itself the title reads “The In- 
terest of the Investor and Business Executive in 
Industrial Trends.” 
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sense that it will be brought down to date from 
time to time, and also that other studies will be 
added. In many places the comments of the 
authors lead the reader to wonder what would be 
their views in the present circumstances. Further- 
more there are notable omissions from the list of 
industries treated; there are no chapters dealing 
with such important divisions of industry as chemi- 
cal manufacture, electrical manufacture, the rail- 
roads or railroad equipment. There are a few 
sporadic allusions to them, but just enough to 
make us wish for more. The railroads, for example, 
are cited as an illustration of the absence of initia- 
tive and enterprise; in a systematic treatment no 
doubt there would be some discussion as to how 
far this condition may have been due to the re- 
straining hand of public regulation. 

The book contains the most satisfactory treat- 
ment of which we know concerning the present 
status of the industries dealt with, and the authors 
are to be congratulated on turning out a work 
containing so much information, good sense and 
sincerity. 


Harvard Graduate 
School of Business Ad- 
ministration 


T. H. Sanvers 


New York O.P.A. Law Questions with Answers. 
A. Lincoln Lavine. (Brooklyn: Standard Text 
Press, 1988. Pp. 357. $4.75.) 


Dr. Lavine has done a good piece of work in 
compiling the questions and answers to the last 
thirty-five examinations which cover a period of 
eighteen years. The C.P.A. candidate in New 
York will do well to observe the trend of these 
examinations over this considerable period. Partic- 
ularly should he notice that a general text book 
and a study of cases “out of state” are apt to be 
insufficient material for the passing of the examina- 
tion. This reason alone is sufficient to justify the 
addition of Dr. Lavine’s book to one’s professional 
library. The not uncommon idea that a sufficient 
knowledge of legal principles to pass the C.P.A. 
examination may be easily gained in a brief study 
of Commercial Law will be severely jolted by 
even a casual perusal of this book. 

The examination questions and cases are seg- 
regated into groups—agency, arbitration and a- 
ward, bailments, banking, bankruptcy, carriers, 
contracts, corporations, decedents’ estates, guar- 
anty and suretyship, insurance, landlord and ten- 
ant, liens, negotiable instruments, partnership, real 
property, sales, stockbrokers, taxation, and trusts. 
Another section contains answers to miscellaneous 
questions and cases not related to the subjects 
above mentioned. Each answer is carefully an- 
notated, the references being copious and for the 
most part carefully chosen. 

The only criticism that may be leveled at the 
work is suggested by certain statements made in 
the preface: that this work is “to be the first of 
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its kind to use actual questions given in state 
professional examinations.” This seems to be 
rather a strong statement inasmuch as numerous 
books have been available in the past on questions 
and answers in C.P.A. law, some few containing 
certain of the New York examinations. However, 
it is believed that all these books except those 
concerned with the questions of the American In- 
stitute examinations are now out of print; thus, 
perhaps the statement is not subject to too much 
criticism. 

Another statement, that “this classified ar- 
rangement furnishes an organized, practical and 
compact program of preparation for every candi- 
date” is open to criticism. What assurance is 
there that the examiners will refer to this book 
when preparing future examinations? To do so 
would seem to be a side-stepping of an obligation. 
It is conceivable, of course, that an examination 
might be prepared without repeating a point 
covered by the publication. Beyond question the 
program is not as complete as one might be 
prompted to believe. 

T. J. McCoramicx 

Syracuse University 


The Federal Reserve Act—Its Origin and Prob- 
lems. J. Laurence Laughlin. (New York: The 
MacMillan Company, 1988, Pp. xii, 400, $8.50.) 
Part I (208 pages) relates the personal exper- 

iences of the author in seeking nation-wide bank- 

ing reform after the panic of 1907 and prior to the 

passage of the Federal Reserve Act. Part II (70 

pages) is devoted to Federal reserve problems 

during 1929-1988 with emphasis upon monetary 
problems and the theoretical implications of Fed- 
eral reserve policy. The appendices (117 pages) 

contain valuable exhibits of the period 1908-1911. 
The author’s maturity as a student of money 

and banking and his reflections upon personal 
events connected with the formulation of public 
policy make this volume particularly interesting 
reading for those students, business men, bankers, 
and legislators who wish to understand the de- 
velopment of human forces and to see history in 
the making. 

In the reviewer’s opinion one outstanding con- 
tribution is the author’s description of his per- 
sonal problem of reconciling in the public mind 
the function of the advocate of specific legislation 
with that of the scientific idealist. Any scholar 
who ventures into the fields of legislation or ad- 
ministration must face a similar situation. Within 
the author’s own mind, the issue was clear—judg- 
ment should be exercised at all times in the light 
of scientific beliefs. Some of his associates found 
it difficult to understand this attitude. Early allies 
expected him later to “take orders” and close his 
mind, while political enemies would not grant that 
independence of thought could be maintained 
through a changing political situation. Having ap- 
proved the Aldrich bill solely for its banking 
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phases opponents later accused him of unqualified 
approval of its control or administrative features. 
Whereas he found it possible personally to endorse 
the Glass bill for its banking features, political 
opponents of the Aldrich plan could not view this 
endorsement as other than sinister. Having once 
appeared to be an advocate it was not possible 
to retain the repute of an impartial judge or 
scholar. How to cooperate without being engulfed 
was his problem. The record of the author’s 
scientific position is now established, but others 
who are tempted to follow in his steps would do 
well to consider beforehand all the details of the 
author’s experience. 

Another contribution is made to banking litera- 
ture by the successive references (such as pages 
16-18, 45, 54, 142-148, 192-198) to New York’s 
position on banking legislation. The author indi- 
cates that the administrative features of the Ald- 
rich bill were peculiarly New York City’s plan of 
banking reform. The insistence upon and maneu- 
vering to force that plan of control and adminis- 
tration upon Congress is described. The inability 
of New York City bankers to comprehend the 
wishes of the West and South is set forth. Illus- 
trations are given which show the difficulty of rec- 
onciling bankers’ narrow self-interest with the 
larger view of general welfare (pages 144, 148.) 

Students of banking who are interested in the 
paternity of the Federal Reserve Act should read 
this book simultaneously with the other accounts by 
H. Parker Willis, Carter Glass, and Paul M. War- 
burg. ‘The reviewer must risk being thought un- 
duly facetious by saying that this is the first ac- 
count suggesting a claim of grandparenthood of 
the Federal Reserve Act. Such a claim is based 
in part upon the facts that Willis was a university 
student under Laughlin, and that Willis, in the 
early stages of his work as “consulting expert” to 
the House Committee, conferred with Laughlin 
many times and was sent a copy of Laughlin’s 
“plan D” or skeleton bill on December 7, 1912, 
before the “incubation period” (between December 
26, 1912, when Glass and Willis first met Presi- 
dent Wilson to discuss a bill, and January 30, 1913, 
when Glass submitted the first rough draft to the 
President). This draft of “plan D” was forwarded 
by Willis to Glass on December 16th. 

The author’s claim of grandparenthood of the 
Federal Reserve Act is based also upon the educa- 
tional campaign of the National Citizens’ League 
conducted from June, 1911, to December, 1912, 
under his direct personal supervision. Through 
state organizations of speakers, the publication of 
a manual of information on banking problems, and 
the preparation of many articles for newspaper 
use, public attention was directed to the need for 
banking reform and the principles of banking 
were presented in such a way as to obtain the 
necessary support of business men and bankers 
in the South and West for Congressional action 
upon the Glass bill. Chapters III, IV, and VI on 


these activities of the League have historical sig. 
nificance. 

In Part II the author restates many of his 
earlier beliefs as to the principles of money and 
credit, but applies them to current conditions, He 
regrets that the Federal Reserve Board has been 
made up so largely of mere political appointees, 
contends that a “managed currency” will not bring 
the results expected by its advocates, and attrib- 
utes the current depression to an abuse of credit 
(. .. “we had in fact bought more than we could 
pay for’... p. 272) rather than a scarcity of 
money or credit. The essence of his position on 
the cause of the collapse is that “. . . there was a 
breakdown all along the line in reciprocal demand 
and supply of goods. The recovery could come 
only from a readjustment of these fundamental 
conditions; this could develop only slowly out of 
an individual reconstruction of expenditures and 
needs” ... page 248. 

The appendices contain, among other things:— 
a list of the publications of the National Monetary 
Commission, the report of the National Monetary 
Commission, a copy of the Aldrich bill, and re- 
prints of an article in December, 1910, and an 
address in May, 1911, both by the author. Acces- 
sibility for reference use is aided by a good index 
and detailed table of contents. Close readers will 
find a few errors in year dates, such as “January 
30, 1912,” and “January 15, 1912,” on page 122, 
and “January 7-February 17, 1912,” on page 184, 
all of which should be “1913”, but are not seriously 
misleading when use is made of the chronology 
presented on page 148. 

J. FraNkurn Exersow 
Harvard Graduate 
School of Business Ad- 
ministration 


Economic Tendencies in the United States. Fred- 
erick C. Mills. (New York: National Bureau 
of Economic Research, 1932. Pp. xx, 689. $5.00.) 
“The present volume and others shortly to fol- 

low may—be considered interim reports, bridging 

the span between the previous study, Recent Eco 
nomic Changes in the United States, published by 
the Committee on Recent Economic Changes-— 
and the report this committee anticipates publish- 
ing at that future date when the present economic 
cycle shall have run its course.” Its ten chapters 
form three main divisions, (a) the period from 

1901 to 1918, (b) the Interregnum, 1913-1928, and 

(c) the period from 1922 to 1929. In addition, 

there are valuable appendices. 

In the first period the volume of production 
increased at the rate of approximately 3.1 per 
cent a year, while population increased only 2 per 
cent. “There was here the material basis—of # 
notable gain in national wealth and well-being—” 
But, in this gain fabrication advanced over reW- 
materials industries at the rate of almost 2 per 
cent per annum. Moreover there were significant 


differ 
tries. 
tined 
26 pe 
capita 
cent. 
more 
(2.5 
The 
was 
ment 
per 
sidere 
grega 
than 
the 
servic 
advai 
adva: 
a dec 
factu 
gain 
chasil 
rate 
fore, 
farm 
value 
4 of a 
rate 
grow 
tural 
pro: 
the 
T 
finds 
labo: 
1914 
addit 
per 
nomi 
comp 
plai 
in t 
peric 
cent 
creas 
incre 
come 
was 
tion 
gene 
for 
of 
pani 
capi 
not 
at t 
was 
Taw 
same 
tion 
mor 


differences in rate of growth among these indus- 
tries. Significant also is the fact that goods des- 
tined for consumption increased at the rate of 
96 per cent per annum while those destined for 
capital equipment increased at the rate of 5 per 
cent. Furthermore, durable goods increased at a 
more rapid rate (4.6 per cent) than nondurable 
(25 per cent) and semi-durable (2.6 per cent). 
The physical output of manufacturing production 
was the result of a greater output per ectablish- 
ment and this reflects the increase of 1.7 per cent 
per annum in the output per worker. But con- 
sideration must also be given to prices, for ag- 
gregate commodity values advanced more rapidly 
than the volume cf physical goods, “injecting into 
the economic situation values not based on new 
services or additional commodity units.” But the 
advance in values was not even for there was an 
advance of the “real worth of raw materials and 
a decline in the real worth (per unit) of manu- 
factured goods.” Among the former, the greatest 
gain was realized for farm crops, for the “pur- 
chasing power of these—increased at the notable 
rate of 1.5 per cent per year.” There was, there- 
fore, a shift in the terms of: exchange between 
farm and non-farm products, for the per unit 
value of the latter was declining. “The volume 
of agricultural production was increasing at a 
rate slightly below that at which population was 
growing; the volume of production of non-agricul- 
tural commodities was increasing at a rate ap- 
proximately two and one-half times as high as 
the rate of population increase.” 

The author then turns to prices and costs and 
finds that “The real cost of the contribution of 
labor to each unit of manufactured goods was in 
1914 some 16 per cent lower than in 1899.” In 
addition overhead costs plus profits declined 22 
per cent. But upon the whole, “American eco- 
nomic powers pursued their ‘manifest destiny’ in 
comparative tranquillity.” The tranquillity is ex- 
plained by the net gain of 1.1 per cent per annum 
in the volume of physical goods produced in this 
period, while wholesale prices advanced 1.8 per 
cent per year. In addition, savings deposits in- 
creased 4.8 per cent per annum while bank credit 
increased 6.8 per cent per annum. While the in- 
come stream expanded the basis upon which it 
was shared did not result “in any substantial addi- 
tion to the real income of employed workers in 
general.” But the share going te capital increased, 
for stockholders experienced “a gain at the rate 
of 3.0 per cent a year in cash income—accom- 
panied by an advance of 2.2 per cent per year in 
capital value of the investment;” bondholders did 
not fare so well. The total value stream increased 
at the rate of 4.9 per cent a year, but this gain 
was unevenly distributed relatively more going to 
Taw materials, less to raw farm products, the 
Same rate (4.9 per cent) to all agents of fabrica- 
tion and about the same to labor with somewhat 
more to ownership and management. 
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The Interregnum, “The End of an Era,” 1918- 
1928, has certain marked churacteristics. Produc- 
tion in agriculture showed no adaptation to chang- 
ing conditions and prices fell. Consumer demand 
shifted from food and clothing to the expanding 
output of the more durable consumption goods; 
the accumulated shortage of construction led to a 
rapid expansion in that line. But closer examina- 
tion reveals the ground-work for the period of 
“prosperity” that followed the recovery of 1921- 
22. Thus it appears that output of goods in- 
creased 24 per cent between 1913 and 1922, while 
wholesale prices made a net gain of 88 per cent 
and aggretate values stood at 171 at the end of 
the period against 100 in 1918. Add to this im- 
pressive growth the fact that the “purchasing 
power of manufactured goods was 8 per cent 
higher (by 1921) than in 1918, while the purchas- 
ing power of raw materials 17 per cent below the 
1918 standard.” Here “was a change of profound 
significance, the effects of which were felt by 
producers throughout the world during the decade 
of the ’twenties.” 

Dr. Mills also finds evidence of growing rigid- 
ity of the price system with respect to manufac- 
tured goods and this in part explains “the re- 
volutionary alteration in the economic status of 
the American farmer.” By 1921 the purchasing 
power of farm products was 18 per cent below 
the 1918 level. On the other hand, fabricating 
agents were “in a position of advantage such as 
they had not enjoyed for many years,” for they 
showed a gain in purchasing power of 7 per cent 
in 1922 over 1918. Fabricating agents revealed 
power to resist liquidation, greater flexibility in 
the face of changed market conditions than did 
raw materials and so entered the following period 
in a strong strategic position. 

Coming now to the final period, 1922-1929, we 
find that physical volume of production increased 
at the rate of 3.8 per cent per annum while popula- 
tion grew at the rate of only 14 per cent. Thus, 
“the individuals ‘share’ in the annual vutput in- 
creased at the rate of 2.4 per cent.” Hence, con- 
ditions “ful of promise for the future welfare of 
the population—prevailed” during these years. 
But there were marked divergencies among the 
various industries and non-farm products in- 
creased at an average rate of 5.1 per cent against 
a rate of 2.0 per cent for farm products. Con- 
struction showed a remarkable growth of 6.7 per 
cent per annum during the eight-year period 
against a rate of 3.8 per cent for movable goods. 
Thus there “occurred—a piling up of utilities the 
enjoyment of which would necessarily be spread 
over a considerable period.” The advance in food 
production was barely above the rate of popula- 
tion growth, but the growth of durable consump- 
tion goods averaged 6.3 per cent. Hence, “a de- 
creasing proportion of the total production—was 
being currently consumed, an increasingly large 
‘inventory’ was accumulating in consumers’ hands.” 
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Moreover, while consumption goods (including 
residences) grew at a rate of 3.7 per cent capital 
equipment expanded at the rate of 6.4 per cent, 
raising the question as to possibility of maintain- 
ing an equilibrium. Dr. Mills remarks that “An 
economy geared to produce durable goods to a 
greater degree than ever before was bound to be 
deeply affected” by a cessation of buying. This 
fact becomes significant when allowance is made 
for the fact that the output per worker increased 
no less than 48 per cent during the period 1919- 
29. 

Dr. Mills then turns to prices and after a 
careful analysis concludes that, “constantly greater 
capital investment, a constantly widening area of 
regulated and controlled prices, a steady reduc- 
tion of the area within which free competition 
prevailed were tending—to reduce the flexibility 
of prices.” Hence, “the post-war period saw new 
economic classes lifted into positions of domi- 
nance, while the status of others was definitely 
lowered.” “Heavy investment in overhead, price 
regulation, monopolistic and semi-monopolistic con- 
trol trade agreements, changed distributive meth- 
ods, emphasis on non-price factors in selling, ex- 
tensive valorization efforts—these and other in- 
fluences tended to render price a less sensitive 
agency for the transmission of economic intelli- 
gence and to make more difficult that prompt 
adaptation of individual economic elements to 
changes in other elements which is essential to 
the working of a competitive economy.” Such is 
the final conclusion to which the study leads and, 
based as it is upon careful measurement of all 
the commensurable economic forces, it is a most 
impressive statement. In short, the price system 
was not functioning in a manner calculated to 
maintain economic equilibrium. So far as evidence 
is obtainable at all, it is contained within this 
volume and for this reason it is the most satisfying 
analysis of the forces back of this depression that 
is known to the writer. Facts are substituted for 
deductive conclusions and empiricisms and, so far 
as data will permit, the entire story is told. 

E. A. Kixcaw 

Oniversity of Virginia 


The New York Money Market. Vol. I, pp. xv, 476. 
Margaret G. Myers: Vol. II, pp. xi, 395. Ben- 
jamin Haggott Beckhart and James G. Smith; 
Vol. III, pp. xiii, 475, Benjamin Haggott Beck- 
hart; Vol. IV, pp. xiii, 606. Benjamin Hag- 
gott Beckhart, James G. Smith and William 
Adams Brown. (New York: Columbia Uni- 
versity Press, 1931. $16.00.) 


Volume I, Origin and Development, contains 
nineteen chapters in two parts, (a) from the be- 
ginning to 1868; (b) from 1868 to 1913. The first 
money market in America developed in Philadel- 
phia but New York had definitely outstripped 
Philadelphia by 1824. “Even in Philadelphia, as 
early as 1825, New York funds bore a slight 


premium” and from then on the advantage of 
bankers’ balances in New York became more pro- 
nounced. A few years after 1837, the payment of 
interest on these balances was a factor in their 
concentration, but the author thinks this an in- 
strumental rather than a determining factor. And, 
even though the practice was unsound, the banks 
could not agree to its discontinuance. The “call 
loan iaade its appearance—in close association 
with bankers’ balances” and by 1828 the larger 
banks were making collateral loans, though only 
one “specified that these were demand loans.” 
But the loaning of bankers’ balances on call was 
quite unsatisfactory since the drawing down of 
these “marked the beginning of the strain” in 1851, 
1854 and 1857. 

Chapters VIII and IX present a good discus- 
sion of the relation of the government to the 
money market, particularly the effort of the 
government to maintain independence of the 
money market. In this the government was act- 
uated by fear of banks and fear of men who 
operated them. It was, therefore, merely an early 
instance of the effort to make the government safe 
from democracy in banking. But the government 
faced a difficult problem. If, when it had a sur- 
plus it could not keep clear of the banks, it cer- 
tainly could not when it had a deficit. Of all the 
blunders committed by the Treasury before 1868, 
the insistence that the banks pay their loan sub- 
scriptions in specie rather than by credit balance, 
was perhaps the worst, for it compelled the New 
York banks to suspend specie payments in 1861. 

Part II contains a good discussion of the Na- 
tional Bank Act with particular reference to its 
effect upon reserve balances in New York. Dr. 
Myers thinks that the “pyramiding” of reserve 
funds, so often laid to that act, existed even be- 
fore its passage in almost equal degree. In any 
event the act was “the most important single piece 
of legislation effecting the money market” between 
1868 and 1918, since it “permitted veformers to 
concentrate their attention” upon other problems 
and relegated the note-issue function of banks to 
an inconspicuous place until after the panic of 
1898. 

Under the National banking system, bankers’ 
balances continued to increase, hence New York 
banks “occupied in many respects the place of 8 
central bank,” but lacked the ability to so func- 
tion. They were, therefore, subjected to severe 
strain at intervals for which they were but poorly 
prepared for “American law, state or federal, has 
never recognized the existence of secondary re 
serves” upon which solvency of a bank often 
depends. Lacking both law and sound tradition 
the reserves of the country became the reserves of 
a few New York banks which were operated for 
private profit. Thus the fear of central banks 
merely resulted in a headless monstrosity. It is 
not known just when interior banks began the 
practice of loaning directly on call, but that type 
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of loan came to be regarded “a very conservative 
investment by the banker” though the general 
public regarded it as speculative. 

The excellent chapter on the commercial credit 
system, from 1868 to 1918, reveals that banks 
first organized credit departments in the ’eighties. 
The chapter, “The Treasury after 1868,” also well 
done, traces the loss of its independence to the 
vanishing point in 1911. As for resumption, “the 
twenty years following—were if anything more 
beset than the fifteen years preceding.” National 
bank notes failed to meet the test, but clearing 
house loan certificates gave the necessary elasti- 
city to protect the money market in emergencies. 
However unsatisfactory the flow of bankers’ bal- 
ances to New York they made the basis of the 
money market even though they were “invested” 
in call loans by private banks. So the period closes 
with an “independent” Treasury system functioning 
badly and a national banking system that gave 
stability rendered more definite but not more 
elastic by the Act of 1900. 

Volume II, Sources and Movements of Funds, 
presents, in seventeen chapters and 56 charts, The 
Basis of Money Market Funds,: The Concentration 
of Funds, and the Ebb and Flow of Money Mar- 
ket Funds. The money market may be described 
simply as “the field of operation of a group of 
institutions and occupations specializing in the 
function of bringing together the supply of short- 
and long-term funds for distribution to those types 
of activities which bid successfully for their use.” 
Nine institutions of the money market are then 
briefly described but the volume relates chiefly to 
their services in short-term credit. Since the money 
market is “the focal point of those factors which 
induce fluctuations in bank reserves” the classifi- 
cation of deposits of member banks under the 
Federal reserve act was important in explaining 
the increase of net demand deposits by 86% be- 
tween 1921 and 1930, as against an increase of 
106% in time deposits. Since the latter are by no 
means the sole result of saving the reserve re- 
quirements of the number banks cannot be regarded 
as satisfactory. Hence the fact that “banks pare 
their reserves down to a minimum is very impor- 
tant in understanding money market fluctuations.” 
The latter then come in for analysis. Changes in 
the monetary gold stock, affecting bank reserves 
and therefore bank credit, were recognized by the 
Federal reserve, though its efforts to correct con- 
ditions were not successful, a result for which the 
New York money market was in part responsi- 
ble. There follows a discussion of currency and 
deposit changes as related to member bank re- 
Serves and two chapters of excellent analysis of 
the Federal reserve statement “inasmuch as it 
mirrors changes and shifts in the gold stock and 
in the currency volume.” The discussion of the 
fact and the problem of concentration of funds 
adequately accounts for the fact and points out 
that “the great financial interests of New York 
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City hold in their hands controlling lines leading 
to every important section of the country.” More- 
over, the coming of the Federal reserve system 
worked no abatement in the situation. Indeed, “the 
New York money market is increasing in impor- 
tance as the nationally predominant money mar- 
ket,” for the large New York banks continue to pre- 
dominate as bankers’ banks under the correspond- 
ent bank system. The latter has flourished because 
interior banks “have need of the services of a New 
York correspondent, in addition to their Federal 
reserve bank connections.” But bankers’ balances 
have been materially supplemented in recent years 
by concentration of foreign funds and thus the 
power of the New York money market has been 
increased still more. Then comes effort to measure 
periodic variations of bankers’ balances and the 
ebb and flow of funds very significant in the pres- 
ent relation of New York banks to the money mar- 
ket. 

Volume III, Uses of Funds, contains thirteen 
chapters in three parts, namely, brokers’ loans, the 
commercial paper market and the acceptance mar- 
ket, reinforced by 58 charts. The first and last of 
these are more thoroughly done than in any other 
publication. “Stock exchanges do not create 
wealth.” However, under present conditions, their 
services are required but their activities should be 
“rather competely divorced from the credit sys- 
tem.” Dr. Beckhart rejects the argument that the 
credit absorbed by exchanges “represents simply 
the surplus funds of the banking organization.” 
As for the contention that brokers’ loans render 
an indispensable service in the financing of indus- 
try he holds that “at best there is but a kernel of 
truth in the argument.” In any event, the financing 
of long-term needs of industry with demand loans 
is certainly uneconomic. Since the main demand for 
brokers’ loan has been speculative, one would sup- 
pose that brokers would recognize their respon- 
sibilities when acting both as broker and banker, 
but they have not done so. Indeed, the broker 
makes no credit analysis of the customer’s financial 
position. For these and other reasons, it is essential 


that the “activities of the New York Stock Ex- 


change be divorced more completely from the credit 
economy.” Thus Dr. Beckhart ends an able analy- 
sis of brokers’ loans. 

The commercial paper market has proved a 
useful institution as well as unique, but its future 
“depends upon the continued existence of the unit 
type of banking.” The conclusions of the author 
respecting bank acceptances are quite otherwise. 
He finds that acceptance practice has been kept 
within legitimate bounds by legal prohibitions rather 
than by “disciplinary power of the central bank” 
and, unfortunately, the rulings have often been in- 
consistent and illogical. The bill broker “has served 
more as a shuttle between the accepting institu- 
tions and the Federal reserve banks” and as such 
they have been fostered by repurchase agreements 
which have helped them to carry their portfolios in 
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the absence of a pool of funds provided by bankers. 
Finally, there has been no investment demand for 
acceptances and this may be traced to the policy 
of the Reserve banks in maintaining the rates below 
the market rates of interest. Indeed, the founda- 
tion upon which the acceptance market has been 
built is by no means secure since it is the result of 
reserve bank paternalism. 

Volume IV, External and Internal Relations, 
includes twenty-two chapters and 96 charts, in 
three parts—Federal reserve policy and the Money 
Market, 1923-1931; the Government and the Money 
Market, and Money Market Periodicities and In- 
terrelations. Dr. Beckhart feels “inevitably drawn 
to the conclusion that the expansion in credit tak- 
ing the form of investments and brokers’ loans was 
made possible by an increase in the open-market 
holdings of the Reserve banks in 1924 and on the 
basis rediscounts in 1925.” As for 1927, policy “had 
the effect desired—of strengthening sterling ex- 
change,” but these short-run benefits were out- 
weighed by the long-run disadvantages. Policy had 
to be reversed but it was not done vigorously 
enough even had the method been sound, for moral 
suasion or direct action was a failure. “Stock ex- 
change members should not have been permitted to 
increased their borrowings” and the Panic of 1929 
shows the necessity of “relegating brokers’ loans to 
an unimportant place in the financial organization 
of the United States.” 

In Part II, Dr. Brown analyzes the relation of 
the Government and the Money Market from the 
period preceding the war down to 1931, in a way 
which reveals the efforts of the Treasury to func- 
tion without disturbing the money market, the im- 
provement affected in the relations of the two af- 
ter the enactment of the Federal Reserve Act, and 
the means by which the “fiscal operations of the 
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government were carried out (during the war) 
without disturbance to the money market.” The best 
portion of his contribution is found in “Long-Run 
Problems Arising from Relations of the Govern- 
ment and the Money Market” where he explains 
the full economic significance of government debt 
as a factor in the money market. Following “Money 
Market Periodicities and Interrelationships,” in 
which, among other things, it is pointed out that 
“the supply of funds for commercial credit use has 
not been made so elastic under the Federal Reserve 
system as has the supply of funds for use as call 
loans,” there comes an excellent summary of the 
entire work. 

No attempt has been made to develop a critical 
review of these four volumes. Indeed, that is not 
possible in the space which may be devoted to the 
purpose. But it should be said that any work de- 
veloped by four authors is likely to be uneven and 
that is the case here. The historical treatment is 
rather thin in places, the statistical treatment is 
considerably overdone in that there appears to be 
no practical value to some of the analyses and the 
conclusions reached in Vol. IV, Part II, appear 
to be rather vague. But the work as a whole is 
valuable and the contribution of Dr. Beckhart is 
outstanding. In these volumes there is assembled 
material of surpassing value to all students and 
teachers of finance and while the perspective of 
the money market as a whole is not quite satisfac- 
tory, there is a satisfactory treatment of its seg- 
ments, Indeed, no such comprehensive study of any 
other money market is available and for that 
reason alone these volumes will constitute some- 
thing of a land mark in the literature of financial 
institutions developed under capitalism. 

E. A. Kincap 


University of Virginia. 
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University or ALABAMA 


Mr. Lee Glover, after a year’s absence at 
Columbia University, is returning to the de- 
ment as instructor in accounting. Profes- 
sor C. H. Knight received his C.P.A. degree 
this past year and has been associated with 
Mr. Carl Jamison, C.P.A., in the practice of 
public accounting. Mr. Harry Mitchell, in- 
structor in accounting, has also been doing part 
time work with the same firm. 

The basic required courses in accounting 
are being revised and the amount of work in 
aecounting required of all students in the 
school is being reduced from twelve semester 
hours to nine. 


Greoraia ScHooL or TECHNOLOGY 


It is planned to discontinue the operation 
of the School of Commerce at Georgia Tech 
after June 1984. All commerce work will be 
concentrated at the University of Georgia at 
Athens. 

The following men will be leaving the de- 
partment this year: Mr. M. R. Brewster, as- 
sistant professor, goes to Emory University; 
Mr. E. B. Sanders will practice with the firm 
of Noel and Sanders, Atlanta; Mr. T. M. Mc- 
Clellan, instructor, will go to the University 
of Georgia; and M. L. Blanton and R. C. 
Brewer are entering retail concerns. 

Mr. Noel and Mr. Siebert have been attend- 
ing the summer session at the University of 
Chicago. 

University or 

Mr. A. F. Benedetto, assistant in account- 
ing, has accepted a position with Arthur An- 
dersen and Company, Chicago. W. E. Karren- 


brock and R. P. Hackett have been promoted 


from instructor to associate in accounting. Mr. 
P. M. Green received his Ph.D. in economics 
in June; his thesis was a study of the financial 
organization of General Motors. 

The College of Commerce sponsored an all- 
day session for commercial interests on the 
National Recovery Act. Professor Scovill 
spoke on ““The Codes and their Application.” 

Seven master’s theses in accounting were 
written this year. Professor Lloyd Morey 
presented a paper on municipal accounting in 
Cincinnati at the June meeting of the Munici- 
pal Finance Officers Association. The talk has 
been published in the current issue of the Cer- 
tified Public Accountant. Mr. Morey is to 
speak in October before the National Associ- 


UNIVERSITY NOTES 


ation of State Anditors, Treasurers, and Con- 
trollers. 


Louisiana State UNIVERSITY 


Charles Liebert and H. Hamilton, assistants 
in accounting, are leaving the department to 
enter business. F. J. Blossman will be an as- 
sistant. 

The introduction of a common freshman 
year to enable new students to orient them- 
selves before selecting a field of interest will 
affect the elementary accounting course, mak- 
ing it an elective rather than a requirement. 


University or MicHicaNn 


Mr. R. P. Briggs of the accounting staff 
passed the Michigan C.P.A. examination in 
June. 

University or Nepraska 


Mr. Albert R. Mott, instructor in account- 
ing, Mr. Earl C. Hold, teaching fellow in eco- 
nomics, and Mr. M. C. Weaver, assistant in 
business research, are leaving the department. 
A number of courses will be dropped for the 
coming year and the number of sections re- 
duced. 

A new course in Business Ethics will be 
given by Dean Le Rossignol. A bill was pre- 
sented to the last legislature making more 
stringent the requirements for practice by non- 
certified accountants. 


University or Nortn Dakota 

Professor Carman G. Blough, for the past 
four years, head of the department of account- 
ing, has resigned to accept a position as pro- 
fessor of economics at Armour Institute of 
Technology at Chicago. During the past year 
Mr. Blough was on leave of absence complet- 
ing residence work for his Ph.D. at Harvard. 
His successor at North Dakota has not yet 
been appointed. 


Onto University (ATHENS) 


Professor Ralph F. Beckert, of the account- 
ing department, is carrying graduate work 
at Ohio State University while pursuing his 
duties in this department. 


University or Sourn Dakota 
Mr. E. Werner, instructor in economics, is 
leaving the department this year. Mr. Harry 
E. Olson is serving as auditor of the univer- 
sity co-operative store. 
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University or SourHeRN CALIFORNIA 

On May 19, a dinner was given on the cam- 
pus in honor of Mr. John F. Forbes, Presi- 
dent of the American Institute of Accountants, 
and of Mr. R. W. E. Cole, President of the 
American Society of Certified Public Account- 
ants. The hosts were the Petroleum Account- 
ants Society, the Los Angeles chapter of the 
California Society of Certified Public Ac- 
countants, the Los Angeles chapter of the Na- 
tional Association of Cost Accountants, and 
the local chapter of Beta Alpha Psi. 

The toastmaster of the evening was Mr. 
Reynold E. Blight, past president of the Los 
Angeles chapter of the California State So- 
ciety. Dr. Frank C. Touton, vice-president of 
the University, and Dr. Reid L. McClung, 
Dean of the College of Commerce and Busi- 
ness Administration, welcomed the visitors to 
the campus. Mr. Ora E. Monette, Vice-presi- 
dent of the Bank of America, and Mr. Thomas 
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C. Ridgway, member of the Judicial Co 

tee of the American Bar Association were al 
on the program. The meeting was well 4 
tended and a success from every viewpo! 


Sranrorp UNIVERSITY 

Associate Professor Carl B. Robbins, 
has been advising the California and Ha 
Sugar Corporation on economic matters 
on leave of absence, has resigned his pa 
at Stanford and will join the staff of thisc 
pany. Mr. Burrell Leonard has been appoii 
acting instructor for the year 1988-34, Mi 
Leonard will have charge of courses in ¢ 
mentary accounting, budgetary control, 
investments. 


University or Texas 

Associate Professor C. Audrey Smith of th 

department has completed his work for tt 
doctor’s degree at Columbia University 

will receive his degree this summer. 
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